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THURSDAY,  JULY  29,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  DC. 
The  subcommittee  met  at  11:06  a.m.,  in  room  SD-538  of  the 
Dirksen  Senate  Office  Building,  Senator  Christopher  J.  Dodd  pre- 
siding. 

OPENING  STATEMENT  BY  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  The  committee  will  come  to  order.  Let  me  thank 
everyone  for  being  here  this  morning. 

Let  me,  at  the  outset,  I  apologize.  The  Chairman  of  the  Full 
Committee,  Senator  Riegle,  very  much  wanted  to  be  here  with  us 
this  morning,  but  he  is  involved  with  the  Finance  Committee,  deal- 
ing with  the  budget  issues,  so  he  will  not  be  able  to  come.  But  his 
full  statement  will  be  included  in  the  record,  as  will  the  statements 
of  any  members  who  are  unable  to  attend  here  with  us  this  morn- 
ing. 

Senator  Dodd.  Let  me  begin  by  welcoming  our  witnesses,  and 
particularly  our  first  panel  of  witnesses  this  morning,  as  we  con- 
sider the  budget  authorization  request  for  fiscal  years  1994  and 
1995  for  the  Securities  and  Exchange  Commission. 

I'm  especially  pleased  to  welcome  Arthur  Levitt  in  his  first — I  al- 
most was  going  to  say  performance — appearance  as  Chairman  of 
the  SEC. 

[Laughter.] 

Arthur,  I  said  at  your  confirmation  hearing  a  couple  of  weeks  ago 
that  that  would  be  the  first  of  many  appearances  before  this  com- 
mittee. I'm  sure  you  didn't  anticipate  it  would  be  quite  this  quick 
that  we'd  have  you  back  here. 

I  know  you're  testifying  before  the  House  next  week,  and  I  sus- 
pect that  before  long,  you're  going  to  appreciate  the  month  of  Au- 
gust and  the  Congressional  recess  more  than  Members  of  Congress 
do. 

You're  taking  charge  of  an  agency  with  one  of  the  proudest  tradi- 
tions in  the  Federal  Government,  with  a  tradition  of  outstanding 
leadership  from  its  chairmen,  beginning  with  its  first  Chairman, 
Joseph  Kennedy,  the  father  of  one  of  our  colleagues,  and  William 
Douglas,  along  with  many  others  over  the  years,  and  I  would  add 
Richard  Breeden,  who  I  happened  to  have  had  a  great  deal  of  re- 
spect for. 

(l) 


I'm  confident  that  you  will  build  on  the  proud  traditions  of  this 
agency,  so  let  me  welcome  you  to  your  new  job. 

Let  me  mention,  also,  and  this  is  not  part  of  my  prepared  re- 
marks here,  I  thought  your  performance  before  this  committee  as 
a  nominee  was  just  excellent.  And  I've  heard  a  number  of  other 
people  say  so  who  were  not  directly  involved.  But  your  answers  to 
the  questions  were  extremely  forthright  and  candid  and  honest. 

In  fact  I've  suggested  to  some  people  that  they  ought  to  take  a 
look  at  it  for  other  nominees,  because  you  didn't  duck,  and  you  ex- 
pressed your  honest  opinions  about  things,  which  is  refreshing. 
And  I  just  want  the  record  to  reflect  that  I  thought  you  did  an  ex- 
cellent job. 

Chairman  Levitt.  Thank  you  very  much. 

Senator  Dodd.  Let  me  also  note  the  presence  of  three  other  Com- 
missioners and  good  friends.  Mary  Schapiro,  who  has  done  an  ex- 
cellent job  as  the  acting  chairperson  over  the  past  several  months. 

Rick  Roberts  who  we're  all  familiar  with  here  on  the  committee. 
And  Carter  Beese,  who  I've  also  gotten  to  know  over  the  years.  I 
don't  know  if  I'm  going  to  ruin  your  career  here  now,  if  I  say  he's 
a  good  friend  of  the  Democratic  State  Chairman  in  Connecticut. 

[Laughter.] 

Senator  Dodd.  But  you're  here.  I  didn't  tell  anybody  that  earlier, 
but  you  were  being  considered  for  that  post. 

At  any  rate,  the  efforts  of  these  three  Commissioners  over  the 
past  several  years  say  a  great  deal,  in  my  view,  about  their  com- 
mitment to  public  service,  and  I  commend  all  of  you  for  your  ef- 
forts. 

Your  presence  today,  Mr.  Chairman,  says  a  lot  about  how  you  in- 
tend to  lead  the  agency.  At  no  time  in  my  memory  has  a  chairman 
of  the  SEC  willingly  brought  the  other  Commissioners  to  sit  beside 
him  in  testimony.  I  believe  that  bodes  well  for  the  working  rela- 
tionship we'll  see  among  you  and  your  colleagues  at  the  SEC. 

We  are  considering  the  SEC's  authorization  request  at  a  time  of 
explosive  growth  in  our  securities  markets.  In  just  the  last  year 
alone,  public  offerings  of  securities  increased  by  more  than  46  per- 
cent. Equity  trading  volume  increased  18  percent,  and  mutual  fund 
assets  grew  19  percent.  And  that  last  issue  has  been  an  explosive 
issue  that  you  addressed  in  your  confirmation  hearings. 

This  growth  reflects  longer  term  trends,  I  believe,  in  our  markets 
since  the  beginning  of  the  1980s.  In  just  over  a  decade,  annual 
stock  exchange  volume  has  increased  by  644  percent.  The  assets  of 
investment  companies  have  grown  1100  percent  in  that  same  time 
period. 

The  number  of  registered  broker  dealers  increased  by  over  75 
percent.  The  number  of  investment  advisors  quadrupled  and  assets 
under  management  by  investment  advisors  increased  1900  percent 
to  over  $9  trillion. 

We've  had  hearings  on  that,  and  have  gone  into  that  issue  in 
some  depth,  but  it's  been  an  incredible  explosion  of  activity. 

In  contrast  to  this  growth,  for  most  of  the  1980's,  the  SEC  staff 
and  resources  simply  did  not  keep  up,  to  put  it  mildly,  with  this 
pace. 

Now  I  don't  believe  in  increasing  the  staff  of  a  Federal  agency 
just  for  the  sake  of  adding  staff  or  to  presume  that  you  can  nee- 


essarily  keep  pace  equally  with  the  kind  of  explosion  and  growth 
that  occurs  in  areas  of  its  jurisdiction. 

There's  a  tendency  for  Government  agencies  to  keep  growing  and 
growing  and  growing,  and  to  keep  asking  for  bigger  and  bigger  and 
bigger  budgets,  and  to  keep  justifying  expansion  by  pointing  to 
growing  responsibilities. 

But  I  believe  that  when  we  are  dealing  with  an  agency  that  safe- 
guards other  people's  money,  we've  got  to  be  sure  and  at  least  try 
to  match  resources  with  those  jobs,  not  on  an  equal  footing,  but  at 
least  to  recognize  that  when  you  have  an  explosive  level  of  activity, 
you've  got  to  at  least  try  to  keep  some  pace  with  that,  and  make 
adjustments  if  the  pace  moves  in  a  different  direction. 

The  consequences  for  millions  of  Americans  and  for  our  economy 
are  far  too  severe  if  we  fail. 

I've  made  note  to  some  in  the  past  that  we  get,  discuss  at  great 
length  about  tax  measures  and  how  it  affects  our  capitalistic  sys- 
tem. 

I  would  argue  that  what  you  Commissioners  do  and  what  we  do 
in  this  particular  area  has  a  far  greater  impact  on  the  success  of 
capitalism  and  our  basic  economic  system  than  almost  anything 
else  we  do.  And  the  fact  that  there's  intelligent,  sound  regulation 
is  absolutely  critical  to  the  success  of  our  markets. 

So  the  first  question  we've  all  got  to  ask  ourselves  this  morning 
and  at  other  dates  is  whether  or  not  the  level  of  SEC  resources  is 
adequate  for  the  agency  to  do  its  job  of  oversight  of  the  markets. 

The  second  question,  of  course,  goes  to  the  issue  of  the  SEC's 
funding  structure.  Every  year  since  1982,  the  fees  paid  by  busi- 
nesses regulated  by  the  SEC  have  exceeded  the  SEC's  budget.  This 
fiscal  year,  it  is  estimated  that  the  SEC  will  collect  some  $440  mil- 
lion in  fees,  while  its  appropriation  will  be  $253  million. 

This  gap  between  what  investors  and  the  industry  pay  and  what 
they  receive  in  regulation  is,  in  my  view,  a  hidden  tax  on  capital 
formation.  It  directly  increases  the  cost  of  raising  capital  for  Amer- 
ican companies.  In  fact,  in  the  past  5  years,  the  cost  of  registering 
securities  with  the  SEC  has  almost  doubled. 

To  the  extent  that  transaction  and  other  fees  are  passed  on  to 
investors,  the  fees  come  Out  of  the  pockets  of  ordinary  investors.  At 
the  same  time,  they  receive  no  benefit  from  these  fees  because 
they're  not  directed  to  the  agency  that  maintains  the  integrity  of 
their  markets. 

The  banking  regulators  are  able  to  use  the  fees  paid  by  the  in- 
dustry to  cover  the  cost  of  supervision.  Consequently,  when  the 
SEC,  in  1994,  is  being  asked  to  absorb  a  staff  cut,  banking  regu- 
lators will  be  increasing  their  staffs. 

I  think  we've  got  to  ask  whether  the  securities  markets  are  any 
less  important  than  our  banking  industry. 

I  look  forward  to  exploring  these  issues  with  the  Chairman  and 
our  other  witnesses  this  morning  on  that  particular  question. 

Let  me  just  say,  and  I  don't  want  to  engage  in  hyperbole  when 
I  say  this:  I  happen  to  subscribe  to  the  notion  that  what  happened 
with  the  S&L  industry  was  more  than  anything  else,  de-super- 
vision. 

We  had  an  explosion  of  new  opportunities  in  that  financial  serv- 
ice, and  at  the  very  time  we  did  it,  we  actually  reduced  the  number 


of  regulators  by  some  20  percent,  inviting  the  kind  of  results  that 
we  saw. 

I'm  worried  here  that  in  an  interest  to  be  penny  wise  on  some 
of  these  matters,  that  we  are  inviting  a  similar  kind  of  problem  on 
our  hands,  if  we're  not  careful. 

Then  we'll  all  come  back  and  wring  our  hands  and  point  to  a  va- 
riety of  things,  and  again,  it  will  be  because  we  have  failed,  in  my 
view,  to  provide  the  kind  of  tools  necessary  that  the  industry 
wants. 

This  needs  to  be  stated  over  and  over  again.  This  is  not  a  ques- 
tion where  you  only  have  a  Government  agency  and  a  bunch  of 
Senators  and  congressmen,  and  a  bunch  of  commissioners  sitting 
here  and  say  we'd  like  more. 

The  industry  says  this  also,  as  we'll  hear  this  morning.  They  will 
say  that  it  is  in  their  interest  and  the  interest  of  their  investors, 
that  we  have  a  sound,  intelligent,  thoughtful  regulator  scheme  and 
the  people  in  place  to  be  able  to  implement  it. 

I'm  also  hopeful  that  maybe  we  can  start  talking  about  reducing 
some  of  these  fees,  by  having  the  resources  to  serve  the  Commis- 
sion's purposes,  with  a  cap  of  some  sort  on  fees,  because  there's 
some  concern  about  having  an  unlimited  trust  fund. 

I'm  going  beyond  my  prepared  statement  here,  but  I'm  very  con- 
cerned about  adequate  SEC  funding.  I  know  Chairman  Dingell 
shares  similar  views  in  the  House,  and  I'm  very  sympathetic  to  his 
point  of  view. 

So  we'll  be  pursuing  this  issue  a  bit.  It's  a  bit  complicated  and 
it  does  raise  some  legitimate  concerns  on  the  other  side.  Some  peo- 
ple want  to  put  those  resources  toward  deficit  reduction  and  con- 
tribute this  money  to  the  Federal  treasury. 

But  you  can't  just  keep  on  tapping  in  and  raising  these  fees,  tak- 
ing the  money  and  putting  it  elsewhere,  raising  the  cost  of  raising 
capital,  and  then  also  reducing  your  ability  to  regulate  the  markets 
properly.  That's  just  working  in  absolutely  the  opposite  direction 
from  where  we  ought  to  be  going.  With  that  note,  I  see  the  arrival 
of  our  colleague  from  North  Carolina. 

Senator  Faircloth,  I'll  turn  to  you  for  any  opening  comments 
you'd  care  to  make,  and  then  I'll  turn  to  my  colleague  from  Wash- 
ington. 

OPENING  STATEMENT  OF  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  Yes,  very  brief.  Thank  you,  Mr.  Chairman. 

Well,  certainly  one  thing  that  Mr.  Levitt  and  I  agree  on  is  the 
need  to  reduce  the  cost  of  capital.  That's  what  makes  the  country 
move,  and  if  we  can  do  it,  we  should. 

If  we're  going  to  have  any  hope  of  competing  in  the  world  econ- 
omy, we  have  to  stop  penalizing  the  people  that  produce,  invest, 
save,  and  work.  We've  continued  to  penalize  that  segment  of  the 
population  over  the  last  several  years. 

In  the  past  few  years,  the  SEC  has  been  collecting  fees  that  have 
not  gone  to  security  regulations,  but  have  gone  into  the  general 
treasury  to  fund  the  welfare  state,  which  has  a  capacity  to  consume 
all  of  the  money,  and  then  look  for  more. 

These  fees  directly  affect  the  cost  of  raising  capital,  and  thus 
they  effect  the  whole  economy.  By  levying  excess  fees,  we  discour- 


age  production.  By  using  them  to  pay  for  social  engineering 
schemes,  we  encourage  n  on -production. 

We  have  to  stop  it,  and  I'm  sure  that  Mr.  Levitt  would  very  much 
agree  and  further  the  cause  of  stopping  it. 

I  look  forward  to  talking  to  you  and  hearing  what  Mr.  Levitt  has 
to  say. 

Senator  Dodd.  Senator  Murray. 

OPENING  COMMENT  OF  SENATOR  PATTY  MURRAY 

Senator  Murray.  Thank  you,  Mr.  Chairman.  I  don't  have  an 
opening  statement,  but  let  me  just  welcome  you,  Mr.  Levitt,  and 
other  members  of  the  panel.  I'm  looking  forward  to  your  testimony. 

Mr.  Levitt,  I  want  you  to  know  that  I  took  your  advice.  I  went 
up  to  the  New  York  Stock  Exchange  last  week,  and  it  was  a  very 
impressive  and  educational  trip.  So  thank  you  for  that. 

Chairman  Levitt.  I'm  glad  you  did  that  too.  It's  worthwhile. 

Senator  Dodd.  Did  you  check  out  the  American  Exchange? 

[Laughter.] 

Senator  Murray.  Next  trip. 

Senator  Dodd.  Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Mr.  Chairman,  let  me,  first  of  all,  commend 
you  for  this  hearing.  I  think  that  the  questions  that  you  have 
posed,  as  it  relates  to  the  SEC,  how  can  we  ensure  it's  continued 
excellent  supervision,  a  supervision  that  has  gone  beyond  that  of 
most  of  the  regulatory  agencies,  where  it  is  something  that  is  wel- 
comed by  the  industry,  and  yet  it  is  a  strong,  effective  policeman, 
so  to  speak,  on  the  beat  for  the  public.  It  has  had  the  proper  kind 
of  balance.  And  I  want  to  commend  all  of  the  staff  of  the  SEC  for 
the  outstanding  and  the  great  reputation  that  they  bring. 

It  is  a  very  vital  question.  That  we  have  the  SEC  and  its  budget 
request  handled  in  a  manner  that,  you  know,  both  of  us  at  times 
have  had  some  very  real  battles  with  former  members  of  the  SEC, 
former  commissioners,  as  it  related  to  some  of  their  requests.  Their 
requests  for  budget  authority  and  appropriations,  because  they 
were  more  in  line  with  what  the  administration  was  seeking  to  do 
with  its  budget  problems  and  very  much  inclined  to  deal  with  what 
the  actual  needs  of  the  agency  were. 

We  don't  want  to  get  into  that  kind  of  situation,  nor  do  I  think 
our  Chairman,  Arthur  Levitt,  and  his  fellow  Commissioners,  in- 
cluding Commissioner  Schapiro — I  should  not  say  fellow— all  of  the 
Commissioners. 

Senator  Dodd.  Fellow  can  be  a  generic  term. 

Senator  D'Amato.  Alphonse,  you  can  get  in  real  trouble  with  that 
one  now. 

But  seriously,  this  is  an  important  area,  and  I'm  looking  forward 
to  reviewing  it  with  you.  If  self-funding  is  going  to  make  a  stronger 
Commission,  a  better  one,  one  that  the  industry  itself  is  supportive 
of  in  terms  of  that  philosophy,  then  I  think  we've  got  to  give  it  very 
careful  consideration. 

So  I  look  forward  to  working  with  you  and  the  other  Members 
of  the  committee. 


Let  me  again  welcome  all  of  the  Commissioners.  And  to  our  new 
Chairman,  say  it's  good  to  see  you  in  your  new  capacity. 

Senator  Dodd.  Very  good.  Mr.  Chairman,  we're  pleased  to  receive 
your  testimony.  This  is  almost  unprecedented  to  have  the  Chair- 
man invite  the  other  Commissioners  to  come  up  here  willing  to 
participate. 

Senator  D'Amato.  This  is  a  welcome — this  is  nice.  I  mean,  Com- 
missioners used  to  be  banned. 

[Laughter.] 

Senator  D'Amato.  I  think  they  were  told,  don't  show  up  at  your 
office,  you  know.  We'll  send  you  the  check,  but  don't,  you  know. 

Senator  Dodd.  If  my  colleagues  agree,  I  thought  it  might  be  help- 
ful to  let  the  Chairman  offer  the  testimony,  and  then,  as  we  get 
into  questions,  since  we  have  such  a  good  wealth  of  experience  on 
the  Commission,  with  the  other  three  Commissioners  here,  if  the 
Chairman's  comfortable  deferring  to  the  other  Commissioners,  per- 
haps they'd  care  to  respond  to  questions  that  may  come  up  on  the 
reauthorization  effort. 

So  I'm  happy  to  take  your  testimony. 

STATEMENT  OF  ARTHUR  J.  LEVITT,  CHAIRMAN,  SECURITIES 
AND  EXCHANGE  COMMISSION,  ACCOMPANIED  BY:  MARY  L. 
SCHAPHIO,  COMMISSIONER;  J.  CARTER  BEESE,  JR.,  COMMIS- 
SIONER; ROBERT  Y.  ROBERTS,  COMMISSIONER 

Chairman  Levitt.  Thank  you  very  much,  Mr.  Chairman. 

Just  on  a  personal  note,  obviously  all  of  this  is  new  to  me,  but 
I  cannot  but  be  impressed  by  the  non-partisan,  selfless  way  that 
the  Members  of  this  committee  approach  issues  which  are  so  im- 
portant to  our  society  and  to  our  system. 

The  issues  concerning  the  role  of  small  business,  individual  in- 
vestors, the  cost  of  capital,  and  that  mechanism  for  raising  capital 
that  is  the  envy  of  the  world,  all  of  you  have  approached  with  a 
spirit  of  openness,  objectivity,  and  non-partisanship,  which  I  think 
makes  this  system  as  great  as  it  is. 

I  appreciate  the  opportunity  of  testifying  on  behalf  of  the  Securi- 
ties and  Exchange  Commission  concerning  its  authorization  re- 
quest for  fiscal  years  1994  and  1995. 

Accompanying  me  today  are  my  fellow  Commissioners,  Mary 
Schapiro,  Richard  Roberts  and  Carter  Beese,  and  they're  here  be- 
cause their  experience,  and  support  and  competence  are  very  much 
a  part  of  the  efforts  of  this  agency.  Their  leadership  and  their  in- 
sights have  been  invaluable  to  me  in  the  few  weeks  that  I  have 
worked  with  them,  and  I  intend  to  work  with  them  consistently 
over  the  course  of  my  service  with  this  agency,  and  I  think  the  Na- 
tion is  well  served  by  their  presence. 

Before  I  discuss  some  of  the  specifics  of  this  request,  I  want  to 
express  my  thanks  to  all  the  Members  of  the  subcommittee  and  the 
other  Members  of  the  Banking  Committee.  Less  than  48  hours  ago, 
I  was  sworn  in  as  a  Commissioner  by  Judge  Stanley  Sporkin,  and 
I'm  very  pleased  that  one  of  my  first  official  duties  is  to  represent 
the  Commission  before  this  subcommittee. 

When  I  testified  here  2  weeks  ago,  I  thought  it  was  important 
to  outline  what  my  priorities  would  be  as  Chairman.  I'd  like  to 
briefly  restate  those  goals  now,  because  the  Commission's  ability  to 


achieve  them  is  so  intimately  linked  to  the  issue  of  the  Commis- 
sion's funding. 

First,  I  believe  that  protecting  investors  and  maintaining  the  in- 
tegrity and  honesty  of  our  Nation's  capital  markets  require  vigilant 
enforcement  of  sound  rules.  The  Commission  must  continue  to  be 
in  a  position  where  it's  able  to  respond  swiftly  and  fairly  to  any  vio- 
lations of  the  law. 

Second,  I  believe  that  our  regulatory  structure  must  be  sensible, 
reasonable  and  cost-efficient,  so  that  our  marketplace  remains  vig- 
orous, efficient  and  attractive  for  global  capital  formation.  By  any 
measure,  our  markets  are  world  leaders.  Maintaining  this  competi- 
tive posture  will  require  that  a  balance  be  struck  between  regula- 
tions that  are  too  burdensome  and  those  that  are  too  weak. 

And  third,  I  want  to  ensure  that  the  Commission  does  all  it  can 
to  encourage  and  stimulate  capital  formation,  particularly  by  small, 
entrepreneurial  businesses. 

As  you  know,  the  Commission  has  already  adopted  several  meas- 
ures aimed  at  making  the  transition  from  a  private  venture  to  a 
public  company  a  less  awesome  challenge  for  small  businesses.  And 
I  know  that  several  of  you  have  sponsored  legislation  that  would 
promote  further  the  growth  of  small  businesses.  I'd  like  to  use  the 
resources  of  the  Commission  to  continue  to  expand  upon  this  im- 
portant endeavor.  If  we  don't  find  ways  to  ease  costs  and  regulatory 
burdens  on  the  small  businesses  of  this  Nation,  we  are,  in  my  judg- 
ment, closing  the  door  on  this  Nation's  future  prosperity. 

I'm  here  today  to  ask  you  to  authorize  an  appropriation  of  $281.9 
million  in  fiscal  1994,  and  $317.7  million  in  fiscal  1995.  This  re- 
quest, in  my  judgment,  represents  a  realistic  estimate  of  the  re- 
sources that  will  be  necessary  over  the  coming  2  fiscal  years. 

The  Commission's  written  testimony  and  our  authorization  re- 
quest, which  I'd  ask  the  subcommittee  to  include  in  the  record,  pro- 
vide a  detailed  analysis  of  the  program  areas  and  issues  that  the 
Commission  anticipates  will  be  priorities  over  the  next  2  years. 

I  don't  want  to  use  up  my  time  this  morning  by  repeating  the 
analysis.  Rather,  I'd  like  to  focus  your  attention  on  one  of  the  most 
pressing  areas  of  concern  to  the  Commission,  which  your  Chairman 
has  already  emphasized. 

As  the  Members  of  the  committee  are  well  aware,  the  Commis- 
sion has  an  urgent  need  for  additional  resources  to  conduct  exami- 
nations and  to  perform  an  oversight  function  for  investment  advis- 
ers and  investment  companies.  Between  1981  and  1993,  the  num- 
ber of  registered  advisers  increased  from  5,100  to  more  than 
18,000,  and  assets  managed  by  investment  advisors  rose  from  $450 
billion  to  over  $9  trillion.  Staff  resources  have  lagged  so  far  behind 
this  extraordinary  growth  that  the  Commission  is  currently  able  to 
inspect  some  advisers  only  once  every  30  years,  which  is  like  no  in- 
spection. 

A  resource  need  also  exists  for  inspections  of  investment  compa- 
nies. We're  able,  currently,  to  perform  limited  annual  inspections 
of  money  market  funds,  funds  in  the  100  largest  fund  complexes, 
and  some  small  fund  complexes.  A  growing  number  of  new  fund 
complexes,  including  many  that  recently  have  been  organized  by 
banks,  have  not  been  inspected  except  for  their  money  market 
funds. 
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Senator  Dodd,  with  many  of  you  as  co-sponsors,  has  introduced 
legislation  that  would  provide  the  Commission  with  sufficient  re- 
sources to  strengthen  the  Commission's  investment  adviser  exam- 
ination program.  The  Commission  is  grateful  for  this  subcommit- 
tee's leadership  in  this  important  area.  If  legislation  is  passed  in 
this  session  of  Congress,  the  Commission  would  be  in  a  position  to 
add  almost  200  examiners  to  its  staff,  which  would  significantly  en- 
hance our  inspection  program  by  reducing  the  inordinately  lengthy 
inspection  cycle. 

In  addition,  our  authorization  request,  if  approved,  would  provide 
the  Commission  with  much  needed  resources  to  shorten  the  inspec- 
tion cycle  for  investment  companies. 

Although  I've  highlighted  just  this  one  area  where  the  Commis- 
sion's need  for  additional  resources  is  particularly  acute,  I  must 
say,  in  all  candor,  that  in  order  for  the  Commission  to  continue  to 
fulfill  its  statutory  mandate  of  investor  protection,  it's  simply  going 
to  need  more  resources.  It's  impossible  to  point  to  another  industry 
that  has  experienced  the  dramatic  growth  and  innovation  that  the 
securities  industry  has  experienced  over  the  last  decade.  In  many 
ways,  the  Commission  is  just  trying  to  adjust  to  this  growth  and 
to  prepare  itself  to  deal  with  innovations  and  developments  that 
are  just  on  the  horizon. 

I  believe  the  best  way  to  make  certain  that  the  committee's  re- 
sources are  adequate  to  ensure  investor  protection  is  through  this 
full  cost  recovery  mechanism — in  other  words,  self-funding.  I  fully 
support  the  self-funding  provision  contained  in  H.R.  2239,  the  Com- 
mission's authorization  legislation  that  was  adopted  by  the  House 
last  week.  This  provision  would  institute  a  full  cost  recovery  mech- 
anism in  support  of  the  agency's  appropriation. 

The  House  bill  was  carefully  crafted.  An  agreement  was  reached 
among  several  House  Committees  and  the  Congressional  Budget 
Office  after  years  of  negotiations.  Self-funding  would  not  remove 
the  Commission  from  Congressional  oversight,  nor  would  it  entail 
using  any  fines  or  disgorgements  resulting  from  the  Commission's 
enforcement  actions.  It  would  simply  authorize  the  Commission  to 
use  fee  collections  to  fund  all  agency  operations,  rather  than  rely 
on  annual  appropriated  funds. 

Again,  I  want  to  thank  you  for  your  support.  And  my  colleagues 
and  I  would  be  pleased  to  answer  any  questions  that  you  may 
have. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

Let  me  take  the  last  point.  I've  indicated,  already,  that  I'm  favor- 
ably disposed  toward  the  full  cost  recovery  idea,  and  I've  mentioned 
to  you  that  I've  received  communications  from  Chairman  Dingell  on 
that.  You  had  a  chance  to  chat  about  this  with  me  and  other  Sen- 
ators. This  is  not  a  new  issue  for  us  up  here. 

Let  me  play  the  devil's  advocate  a  bit  and  ask  you  to  respond, 
or  ask  you  to  invite  your  other  colleagues  to  respond  as  well,  on 
this  point,  having  already  indicated  that  I  think  we  probably  ought 
to  move  in  that  direction. 

The  argument  goes,  very  simply,  that  the  SEC  is  lucky.  It  col- 
lects fees,  so  it's  got  resources  coming  in.  And  if  we  adopt  the  full 
cost  recovery  legislative  idea,  of  course  that'll  mean  that  much  less, 
whatever  the  number  is,  that'll  be  in  the  Federal  budget,  which 


means  other  agencies  or  other  programs  would  have  to  be  cut  to 
some  degree,  as  a  result  of  that  reduction. 

The  argument  is,  since  other  agencies  or  departments  that  also 
have  important  roles  to  fulfill,  but  don't  collect  fees,  and  so  must 
rely  upon  the  largess  of  the  Congress,  why  should  they  be  treated 
differently,  or  why  should  the  SEC  be  treated  differently,  merely 
because  you  have  the  benefit  of  collecting  fees? 

Chairman  Levitt.  I  don't  think  any  other  agency  in  Government 
deals  with  the  kind  of  dynamic  movement  that  the  SEC  does  in 
terms  of  its  relationship  to  our  marketplace. 

Under  this  proposal,  the  SEC  is  going  to  have  the  flexibility  to 
respond  to  changes  in  the  marketplace  and  workload  demands  by 
increasing  its  resources,  both  its  staffing  and  its  funding,  if  it  relies 
upon  fee  collections. 

We've  seen  the  explosive  changes  in  this  market.  And  under  this 
proposal,  our  appropriations  would  depend  upon  what's  going  on 
out  there.  If  there  is  an  enormous  influx  of  funds,  as  there  has 
been,  into  the  mutual  fund  and  investment  advisory  industry,  we're 
going  to  need  those  fees,  and  we're  going  to  receive  those  fees 
under  this  proposal,  in  order  to  monitor  that  adequately. 

I  think  that  the  short  answer  to  the  question  really  is  that  the 
self-funding  proposal  gives  us  the  kind  of  freedom  and  flexibility  to 
respond  to  the  needs  of  the  marketplace.  And  that  works  both 
ways.  If  our  markets  turn  downward,  as  periodically  they  will,  that 
also  will  be  reflected  in  this  process. 

I  don't  think  that  there  is  any  other  regulatory  body  that  deals 
as  much  as  the  SEC  with  the  kind  of  mechanisms  that  change  mo- 
ment by  moment  in  terms  of  the  flow  of  funds,  the  flow  of  investor 
activity,  and  the  influx  of  new  products  that  face  by  the  securities 
industry — all  points  which  you  made  in  your  introduction. 

Senator  Dodd.  Let  me  ask  any  of  your  colleagues  here  if  you'd 
care  to  comment  to  that  question  or  the  obviously  related  ques- 
tion— well,  let  me  leave  it  at  that  question. 

Mary. 

Ms.  Schapiro.  I  would  agree  completely  with  Chairman  Levitt, 
and  I  would  add  only  that  I  don't  think  we're  just  lucky  that  we 
collect  fees.  I  think  the  success  of  our  marketplace  and  therefore 
the  amount  of  fees  we  generate  is,  in  no  small  part,  dependent 
upon  the  fact  that  we  have  a  very  successful  regulatory  scheme, 
that  makes  it  possible  for  issuers — to  come  to  the  public  markets 
and  offer  their  securities — foreign  issuers  and  U.S.  issuers  alike — 
and  that  is  what  generates  the  fees.  Their  ability  to  rely  on  the 
SEC,  and  the  ability  of  public  investors  to  rely  on  the  SEC's  pres- 
ence, is  an  important  part  of  that  process. 

So  I  would  disagree  with  your  "devil's  advocacy"  that  it's  just  a 
matter  of  luck  that  we  have  the  ability  to  collect  all  those  fees.  I 
think  there's  a  real  link  between  successful  regulation  and  success- 
ful markets. 

Senator  Dodd.  Rick. 

Mr.  Roberts.  I  too  agree  with  Chairman  Levitt.  I  believe  that 
the  SEC,  in  some  respects,  is  a  little  unique,  although  I  believe  the 
same  characteristics  are  common  throughout  most  of  the  financial 
services  regulators,  many  of  whom  have  opted  or  been  driven  to 
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self-funding  in  order  to  respond  to  the  needs  in  their  marketplace 
which  change  over  time. 

And  certainly  the  SEC  is  interested  in  maintaining,  preserving, 
and  even  enhancing  the  reputation  that  you  alluded  to  earlier  of 
investor  protection.  Self-funding  is  the  best  way,  at  least  in  my 
judgment,  to  ensure  the  maintenance  of  that  reputation  in  the  fu- 
ture. 

Senator  Dodd.  Carter. 

Mr.  BEESE.  Senator,  I  too  strongly  concur  with  my  colleagues. 
There's  much  important  work  done  among  many  agencies  of  the 
U.S.  Government,  but  the  SEC  is  a  bit  different,  in  a  sense,  consid- 
ering its  role  in  the  capital  formation  process.  And  that  capital  for- 
mation process  is  a  vital  part  of  the  process  that  generates  taxes 
to  pay  for  all  of  the  Federal  Government. 

That  is  one  way  where  I  think  the  SEC  plays  a  unique  role. 

I'd  also  make  one  other  point  that  may  not  be  quite  as  obvious: 
it's  the  increased  cost  of  capital  formation  that  is  inherent  in  a 
higher- than-necessary  user  fee  for  the  SEC.  You  can  almost  take 
an  investor  protection  angle  with  regard  to  self-funding. 

The  investor  protection  angle  would  be  that  in  today's  market- 
place, clearly  a  global  marketplace,  where  there  are  very  low  bar- 
riers between  movement  between  markets  and  geographic  jurisdic- 
tions, a  marketplace  that  has  a  higher-than-necessary  cost  on 
transactions  will  necessarily  lose  some  transactions  out  of  its  mar- 
ketplace to  other  marketplaces. 

To  the  extent  that  there's  a  tax  on  transactions,  there  clearly  are 
in  today's  world  other  venues  where  lower  cost  transactions  can  be 
implemented. 

To  the  extent  that  we  lose  those  transactions  from  our  shores,  we 
not  only  will  lose  tax  revenue,  we  also  will  lose  some  of  the  SEC's 
direct  jurisdiction  over  those  transactions. 

Senator  Dodd.  Thank  you  very  much. 

I'm  going  to  ask,  by  the  way,  Staff  to  keep  an  eye  on  the  time 
here.  I  don't  know  how  long  I've  gone,  maybe  3  or  4  or  5  minutes. 
I'll  do  one  more  question,  and  then  keep  an  eye,  because  I  can  go 
on  here,  and  I  want  to  move  along  with  this. 

Why  don't  we  jump  to  the  turnover  issue,  Mr.  Chairman. 

One  of  the  on-going  problems  we've  had  is  the  turnover  of  agency 
personnel.  Based  on  what  I  know,  it  is  not  because  people  are  un- 
happy about  being  at  the  SEC,  but  frankly  the  economic  opportuni- 
ties both  in  the  private  and  in  other  Federal  agencies  are  just  too 
strong. 

I  am  satisfied  that  the  pay  caps  we've  had  in  place  have  had  a 
significant  impact  on  creating  turnover  at  the  SEC  that's  unparal- 
leled, at  least  by  comparison  to  other  Federal  agencies  that  have 
similar  responsibilities  of  oversight  over  other  financial  activities. 

I'm  curious  as  to  whether  or  not  there's  a  reason  to  lift  the  civil 
service  pay  caps  for  the  SEC,  as  was  done  in  these  other  areas. 

I  think  these  pay  caps  are  unique  among  all  the  agencies  dealing 
with  financial  services. 

Chairman  Levitt.  I  think  that's  true  with  the  exception  of  the 
CFTC. 

And  clearly  the  pay  caps  have  been  extremely  burdensome. 
They've  been  lifted  to  some  extent  for  accountants  and  from  attor- 
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neys,  and  it's  a  little  bit  early  to  determine  what  impact  that  will 
have.  We  have  reason  to  believe  that  that's  going  to  help  our  reten- 
tion; but  we  are  constantly  competing  with  the  private  sector  for 
the  very  skilled  and  talented  people. 

I  think  I  mentioned  initially  that  in  no  business  that  I've  ever 
been  involved  in  have  I  ever  experienced  the  level  of  professional- 
ism that  I've  seen  at  this  agency.  And  the  reason  that  I  attribute 
to  it  is  that  we  have  an  agency  of  patriots. 

Now,  I  don't  think  it's  fair  to 

Senator  Dodd.  That's  patriots,  not  patriarchs? 

[Laughter.] 

Chairman  Levitt.  I  don't  think  it's  fair  to  penalize  those  patri- 
ots, and  that's  what  we're  doing.  I  think  it's  essential  that  we  con- 
sider ways  to  remove  those  pay  caps.  Because,  ultimately,  you're 
going  to  depend  upon  the  management  skills  of  the  people  who  run 
this  Commission,  and  they're  sitting  before  you  now.  And,  I  think 
that's  your  ultimate  control  in  terms  of  how  we  monitor  this. 

But  the  question  of  self-funding  is  not  giving  a  blank  check  to  the 
SEC.  We  are  still  subject  to  the  process  of  authorization  and  appro- 
priation. And  you  still  have  to  confirm  the  members  of  the  Commis- 
sion and  its  Chair,  who  ultimately  will  be  responsible  for  how  that 
money  is  spent. 

Senator  Dodd.  Again,  I'll  invite  any  of  the  Commissioners  that 
care  to  respond  to  that,  as  well,  if  you'd  care  to. 

Ms.  Schapero.  If  I  could  just  add  one  point.  While  we  did  receive 
some  relief  last  year,  in  terms  of  special  pay  rates  for  middle-  and 
senior-level  attorneys  and  accountants,  as  Chairman  Levitt  has 
said,  we  need  to  have  pay  cap  relief  so  that  we  can  compete  more 
successfully  with  the  other  Federal  financial  regulatory  agencies, 
and  perhaps  come  a  little  bit  closer  to  the  private  sector.  Although 
I  think  we  all  understand  that  we  will  never  fully  compete. 

Senator  Dodd.  Yes,  I'm  not  an  advocate  of  that.  We  start  getting 
into  that  game  and 

Ms.  Schapiro.  And  we  were  pleased  to  have  the  special  pay 
rates,  but  it  doesn't  solve  the  problem,  the  fundamental  problem 
that  we  need  pay  cap  relief. 

Senator  Dodd.  Yes,  I  agree  with  that. 

Senator  D'Amato. 

Senator  D'Amato.  Well,  Mr.  Chairman,  let  me  say  again,  I'm  tre- 
mendously impressed  that  our  new  Chairman,  Arthur  Levitt,  I'm 
not  surprised  but  I'm  impressed  from  the  fact  that  he  starts  out  in 
the  manner  that  he  has  of  bringing  his  colleagues  here  with  him. 
And  I  want  to  commend  you  because  that's  important.  Sure  we 
want  a  strong  chairman,  but  I  think  to  encourage  the  input  of  your 
colleagues  is  appropriate,  it's  important  and  it's  the  right  thing  to 
do. 

So  let  me  commend  you,  Arthur. 

Arthur,  you  have  spoken  of  the  need  to  see  to  it  that  our  capital 
markets  are  second  to  none.  That's  what  makes  this  great  economic 
system  of  ours  so  strong.  And  indeed,  I  am  concerned  that  we  are 
not  doing  all  that  we  can  in  facilitating  the  flow  of  capital  to  the 
small  business  community. 

As  a  matter  of  fact,  Senator  Dodd  and  other  Members  of  the  com- 
mittee have  joined  in  a  bipartisan  effort  to  attempt  to  create  a  sec- 
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ondary  market  of  small  business  loans.  The  same  thing  that  was 
done  as  it  relates  to  the  home  mortgages  back  in  1984,  and  I  be- 
lieve that  we  were  successful  in  that. 

By  permitting  the  securitization  of  the  home  mortgages,  we  have 
a  great  secondary  market  that  has  provided  capital  and  liquidity 
and  the  ability  for  people  to  finance  the  purchases  of  their  homes. 
And  I  would  hope  that,  to  some  extent,  we  could  ease  what  is  still 
an  ongoing  credit  crunch  to  the  small  businesses  of  America. 

Somehow  we  think,  we  wonder  why  it  is  that  there  are  no  new 
jobs,  or  we're  not  seeing  the  job  creation  that  one  would  expect. 

Interest  rates  are  lower.  At  one  point  in  time,  we  faced  13,  14, 
15  percent  for  commercial  loans.  We  said  no  wonder  why  the  small 
business  community  wasn't  investing.  Of  course  now  the  interest 
rates  are  at  a  20  year  low,  and  we  still  don't  see  the  kind  of  eco- 
nomic activity. 

It  seems  to  this  Senator  and  others  that  one  of  the  reasons  is 
that  banks  would  be  foolish  in  many  cases  to  make  these  loans  to 
have  to  carry  these  loans  on  their  books  with  the  reserve  require- 
ments attendant,  with  the  regulators  who  want  to  maintain  the 
safety  and  soundness  reviewing  these  loans,  reviewing  the  payment 
schedules,  etcetera. 

So  rather  than  become  involved  in  this,  they're  taking  the  dif- 
ferential on  what  it  costs  them  and  what  they  can  get  from  a  treas- 
ury or  other  instruments  that  they're  investing  in. 

That  is  defeating,  and  that's  not  why  we  chartered  banks.  And, 
again,  I  am  not  critical  of  the  individual  bankers  who  have  engaged 
in  this,  given  what  they  have  to  face.  I'm  just  suggesting  this  is 
what's  taking  place. 

How  do  you  feel  about  the  attempt  to  create  a  secondary  market 
backed  by  securities?  Would  that  be  helpful,  in  your  opinion,  in 
easing  the  credit  crunch? 

Chairman  Levitt.  I  think  it  would  be  enormously  helpful.  I  think 
the  bill  that  you  have  proposed,  and  which  has  been  cosponsored 
by  many  of  your  colleagues,  is  both  constructive  in  terms  of  its 
form  and  terribly  important  in  terms  of  what  it  says  to  the  small 
business  community  which,  in  America  today,  feels  totally  dis- 
advantaged. 

Senator  Faircloth  and  you  both  mentioned  the  cost  of  capital.  In 
this  country,  the  cost  of  capital  is  many  times  that  which  it  is  in 
Japan,  almost  four  times  as  much.  It's  like  giving  somebody  a  30 
year  head  start  in  a  100  yard  dash. 

Cost  of  capital  is  a  function  of,  maybe  most  importantly,  taxation 
and  second,  regulation.  We  don't  have  much  to  do,  at  the  SEC, 
about  tax  policy,  but  we  certainly  have  a  lot  to  do  about  regulatory 
policy.  And,  to  the  extent  to  which  we  can  ease  of  flow  of  capital 
to  small  business,  to  the  extent  to  which  we  can  continue  the  com- 
mendable efforts  of  the  staff  in  easing  the  regulatory  burden,  that 
would  be  extremely  helpful.  This  is  so  costly  to — much  more  costly 
for  small  business  than  large  business,  because  a  small  business, 
as  you've  pointed  out,  doesn't  have  the  resources  to  handle  the  reg- 
ulations that  a  large  business  has. 

So  I  think  that's  a  first  rate  proposal. 
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Senator  D'Amato.  Do  you  have  any  suggestions,  either  you  or 
any  of  the  other  Commissioners,  in  regard  to  that  proposed  legisla- 
tion, if  you've  had  an  opportunity  to  look  at  it? 

Senator  Dodd.  Before  you  respond,  I  want  to  just  amend  what 
Al  has  raised  with  you  here. 

We've  gone  through  a  couple  of  days  of  hearings  on  litigation. 
One  of  the  focuses  was  on  smaller  businesses,  high  tech  firms  and 
their  impact.  Senator  Domenici  has  a  strong  interest  in  that.  I  do, 
as  well. 

I'm  not  going  to  ask  you  to  take  a  particular  position  on  that 
issue,  but  it  occurred  to  me,  in  light  of  what  Al  was  saying  about 
his  efforts,  that  it  maybe  might  be  worthwhile  to  convene  a  round 
table  to  discuss  a  variety  of  issues  that  affect  the  smaller  and  mid- 
sized businesses,  including  the  issue  of  the  litigation  question  and 
the  capital  formation  questions. 

Not  in  a  formal  sense.  I'm  not  asking  for  some  high  faluting  re- 
port, but  a  way  to  give  us  some  of  your  thinking  in  this  general 
area,  including  the  litigation  area.  I  just  raise  that  as  an  additional 
thought. 

Mr.  Beese.  Senator,  I'd  just  make  the  observation  that  the  expe- 
rience of  the  last  6  years  in  the  marketplace  shows  that 
securitization  works.  Certainly  it  has  worked  with  SMEA  and  it 
has  worked  in  a  number  of  other  areas  besides  the  mortgage  mar- 
ket. 

The  credit  card  market,  in  the  last  4  years,  would  be  another 
area  where  securitization  has  been  a  major  success. 

You've  certainly  pointed  to  some  of  the  hurdles  the  bankers  have, 
and  one  of  those  hurdles  was  very  clearly  illustrated  yesterday  in 
the  American  Banker,  in  an  opinion  piece.  The  opinion  states: 

If  I  loan  to  a  small  business  and  the  venture  succeeds,  the  bank  may  get  back 
its  principal  and  maybe  2,  at  most  3  percent  over  prime;  but,  if  the  venture  fails, 
I  lose  everything  the  bank  has  placed  in  it. 

It  is  those  odds  that  securitization  would  go  a  long  way  toward 
overcoming.  The  diversification  that  securitization  presents,  the 
ability  to  generate  fee  income — the  origination  fee  for  the  bank, 
and  the  ongoing  fee  income — while  diversifying  the  risk  into  the 
general  marketplace  is  what  securitization  has  done  for  other  in- 
dustries, and  I'm  confident  that  it  would  do  the  same  for  this  in- 
dustry also. 

Senator  D'Amato.  Well,  I  share  with  the  panel  and  with  the 
Chairman  some  frustration,  because  again  we  finally  have 
achieved,  I  think,  a  breakthrough  with  the  regulators  of  the  Fed- 
eral Reserve,  as  to  some  of  the  technical  questions  as  to  what  re- 
serve requirements  should  be  achieved. 

I  want  to  commend  all  of  our  staffs.  This  has  been  a  bipartisan 
effort,  the  majority  staff  and  minority  staff.  And  now  we  seemed 
to  have  hit  another,  a  temporary  roadblock. 

But  it  just  seems  to  me  that  the  administration's  drive  to  create 
jobs  would  be  enhanced  tremendously  by  simply  removing  some  of 
these  roadblocks,  and  that's  what  our  legislation  does,  these  im- 
pediments to  the  flow  of  capital. 

You  know,  it'll  take  some  time  for  these  secondary  markets  to  get 
established,  you  know,  for  people  to  have  some  confidence  in  this 
process,  etcetera.  But  we  want  to  put  people  to  work. 
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I  just  say  this  to  the  Chairman  and  colleague,  I  think  get  capital 
to  capital  starved  small  businesses  who  are  credit  worthy,  give 
them  that  opportunity.  Make  it  possible  for  banks  to  make  the 
loans  that  now  they're  turning  down  just  because  they  don't  want 
to  have  a  situation  as  you  reported,  in  the  American  Banker,  face 
that. 

And  I  think  we  just  do  ourselves  a  terrible  disservice.  The  Presi- 
dent wants  to  move  this  economy.  It's  far  better  to  use  the  natural 
resources  without  attempting  to  put  in  Federal  dollars  to  do  a  job 
to  overcome  barriers  that  shouldn't  really  be  there. 

So  I'd  iust  share  that  with  you. 

I  thank  the  Chairman. 

I  don't  know  if  somebody  wants  to  answer  this  more,  this  ques- 
tion that  Senator  Dodd  touched  on.  Is  there  excessive  litigation? 
Are  we  really  placing  or  jeopardizing  the  business  community  in  an 
untenable  position  as  a  result  of  a  litigious  society,  as  the  result 
of  the  kinds  of  shareholder  actions  that  are  being  brought. 

And  one  thing  it  would  seem,  though,  and  I  share  this  with  the 
Chairman,  that  the  people  whose  interests  are  supposedly  being 
protected  in  these  suits,  even  when  they  settle,  they  get  back  a 
very  small  percentage.  So  one  would  wonder  just  where  we  should 
come  down  on  that. 

Chairman  Levitt.  I  think  clearly  this  is  an  abused  area  that 
we've  all  focused  upon,  and  those  or  us  who've  dealt  with  the  busi- 
ness community  recognize  that  this  has  been  a  real  problem. 

How  to  answer  it  is  somewhat  less  clear,  and  as  in  so  many  of 
the  issues  that,  at  first  blush,  appear  to  lend  themselves  to  easy 
answers,  I  think  what  this  requires  is  some  study  and  balance  in 
terms  of  how  we  can  equate  the  legitimate  interests  of  people  who 
have  been  abused  while  on  the  other  hand,  avoiding  the  onerous, 
burdensome,  dreadful  costs  imposed  upon  businesses  to  defend 
themselves. 

I  think  that  there's  more  that  the  judiciary  can  do  in  this  connec- 
tion. I  think  that  ways  we  could  approach  the  very  system  of  how 
these  suits  are  brought  and  who  brings  them  should  be  studied 
carefully,  and  the  system  should  possibly  be  amended. 

I  think  in  discussions  that  we've  all  had  with  various  parties  at 
interest  here,  it  has  become  apparent  that  the  national  interest 
would  be  served  by  trying  to  reach  some  kind  of  balance  to  reduce 
that  burdensome  cost  without  depriving  both  investors  and  those 
who  are  harmed  of  protections  for  their  legitimate  interests. 

Senator  D'Amato.  Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you. 

Senator  Murray. 

Senator  Murray.  Thank  you,  Mr.  Chairman.  I  just  have  one 
question  today,  regarding  the  oversight  of  investment  advisers. 

You  mentioned,  in  your  testimony,  that  the  number  of  registered 
advisers  has  grown  to  18,000  and  they're  overseeing  $9  trillion  in 
assets.  You  mentioned  that  the  legislation  sponsored  by  our  Chair- 
man, S.423,  provides  additional  200  examiners. 

Is  that  enough?  Is  that  going  to  provide  you  with  the  number  of 
people  to  do  the  job? 

Chairman  Levitt.  I  think  it's  a  good  start.  I  think  we're  talking 
about  179  additional  staff  years  in  1994,  and  111  additional  staff 
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years  in  1995  for  the  related  areas  of  investment  advisers  and  in- 
vestment companies  combined,  which  wall  enable  us  to  reduce  that 
cycle  to  manageable  proportions,  where  the  largest  firms  will  be  in- 
spected on  a  regular  basis.  It's  a  step  in  the  right  direction. 

I  think  that  you  also  have  to  consider  the  fact  that  you  don't 
want  to  burden  the  system  by  just  throwing  a  lot  of  people  at  it. 
If  we  feel  that  we  need  more  than  this  next  year,  we'll  be  back  at 
you.  But  I've  been  assured  by  the  staff  that  this  number  would  be 
the  correct  number,  as  best  we  can  tell. 

Carter,  do  you  have  any  feel  for  that? 

Mr.  Beese.  I'd  just  add  to  that  an  observation  that  the  Chairman 
made  at  the  opening  of  the  hearing.  That  the  1940  Act  has  been 
a  model  piece  of  legislation.  It  has  been  sound,  intelligent  legisla- 
tion. And,  one  of  the  primary  reasons  for  the  tremendous  growth 
and  success  of  the  investment  company  industry  is  that  piece  of 
legislation,  and  certainly  the  trust  and  confidence  that  is  now 
placed  in  the  industry  all  flows  from  the  way  that  legislation  was 
crafted. 

We  stand  a  slight  chance  now  of  snatching  defeat  from  the  jaws 
of  victory  if  in  fact  we  don't  try  and  keep  pace. 

Chairman  Levitt.  Do  you  think  the  number  that  we're  asking  for 
is  about  the  right  number  at  this  point? 

Mr.  Beese.  It  seems  to  be  about  the  right  number.  It  certainly 
will  have  to  be  assessed,  but  it  seems  to  be  the  right  starting  point. 

Senator  Dodd.  Just  to  give  you  an  idea,  and  correct  me  if  I'm 
wrong  on  this,  under  the  present  scheme,  an  investment  adviser 
could  probably  count  on  being  inspected  about  once  every  30  years. 

What  we're  talking  about  here  is  getting  it  down  to  the  range  of 
once  every  3  years. 

Senator  Murray.  And  200  would  do  that? 

Senator  Dodd.  That's  the  question,  I  guess. 

Senator  Murray.  And  you  believe  it  would? 

Mr.  Beese.  Yes,  for  the  largest  advisers;  the  smaller  ones  would 
be  once  every  5  years. 

Ms.  ScHAPffiO.  I  was  only  going  to  add  that  we're  inspecting 
many  advisers  about  once  every  30  years  right  now,  but  by  1995, 
it  will  be  once  every  45  years,  if  we  don't  have  some  very,  very  sig- 
nificant resources  added  to  the  investment  adviser  inspection  pro- 
gram. To  be  in  business  for  45  years  before  the  SEC  visits  you  is 
the  equivalent  to  no  inspection  at  all,  as  the  Chairman  has  already 
said. 

Senator  Dodd.  Well,  I'm  just  curious. 

Chairman  Levitt.  You  know,  when  you  view  any  business,  as 
certainly  Senator  Bennett  knows,  you've  got  to  think  about  the  bal- 
ance of  resources. 

If  you  could  say,  well,  in  the  enforcement  division,  we've  got  a 
lot  of  people  there.  We  could  move  some  of  them  over  to  become 
inspectors.  Somehow  or  other,  in  this  business,  it  doesn't  work  that 
way,  I  am  satisfied  that,  with  the  explosion  of  products  and  dollars 
and  investors  whose  interests  are  involved  here,  every  one  of  the 
key  divisions  of  the  SEC  is  strained.  And,  I  would  be  very,  very 
concerned  about  taking  anyone  from  any  single  division  and  mov- 
ing them  into  investment  management. 
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Who  knows  what  next  year's  problems  will  be  and  where  they 
will  occur?  I  don't  think  in  general  that  we  have  that  kind  of  for- 
mula which  would  allow  for  that.  It's  something  that  clearly  man- 
agement has  to  continually  evaluate  and  balance. 

So  I'm  telling  you  that,  as  of  today,  no,  I  do  not  believe  that  we 
have  the  resources  to  reallocate  from  within  the  system. 

Senator  Dodd.  I'm  sorry,  Senator,  I  didn't  mean  to 

Senator  Murray.  No.  That  answers  my  question.  It's  a  concern 
to  all  of  us  who  are  consumers  that  advisers  only  get  once  every 
30  to  45  years.  It  may  be  too  late  if  they  have  our  kids'  college 
funds. 

Senator  Dodd.  To  put  it  mildly,  yes. 

Anything  else,  Senator? 

Senator  Murray.  That's  it.  Thanks. 

Senator  Dodd.  Senator  Bennett. 

OPENING  STATEMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman.  I  apologize  for  not 
being  here  earlier.  I  was  otherwise  detained  down  in  the  Energy 
Committee. 

This  is  Mr.  Levitt's  first  appearance  Jiere  since  he's  been  formally 
confirmed,  and  I  wanted  to  welcome  him  back  in  that  circumstance. 
And,  for  the  record,  acknowledge  that  during  his  confirmation  hear- 
ings, we  asked  him  questions  that  he  responded  to  in  writing  very 
quickly,  carefully,  and  competently.  Very  often,  that  doesn't  get 
done.  Usually  these  things  just  slide  by  and  nothing  happens. 

And  I  want  it  on  the  record  to  not  only  welcome  Mr.  Levitt,  but 
to  thank  him  for  his  responsiveness. 

Senator  Dodd.  They  should  know  that  this  was  no  conspiracy, 
but  before  you  arrived,  I  made  the  same  point  to  the  Chairman. 

Senator  Bennett.  OK,  good. 

The  only  question  that  I  would  ask,  and  it's  a  philosophical  one, 
with  respect  to  this  issue  of  having  the  SEC  get  its  own  income 
stream,  if  you  will. 

I  like  that.  Philosophically,  as  a  businessman,  I  like  things  to  be- 
come self-sustaining. 

Do  we  run  the  risk  of  seeing — it  may  not  be  risk — but  is  there 
a  possibility  that  the  SEC  will  achieve  a  degree  of  independence 
like  the  Federal  Reserve  Board?  And  because  the  SEC  has  its  own 
funding,  need  not  come  back  to  Congress  for  appropriations  quite 
so  much. 

Are  we  going  to  see  a  movement  in  that  direction?  And,  if  so,  is 
it  good?  Or  is  it  bad?  Or  is  this  such  a  minor  part  of  things  that 
it  won't  change  anything?  Has  any  thought  been  given  to  that  phil- 
osophical question? 

Chairman  Levitt.  Yes,  I  think  a  great  deal  of  thought  has  been 
given  to  it,  Senator  It's  a  terribly  important  question,  and  I'm  glad 
you've  asked  it. 

I  think  that  it's  important  to  consider  a  number  of  things.  That 
the  SEC  will  continue  to  be  subject  to  both  the  appropriations  and 
authorization  processes,  and  therefore  will  not  be  outside  of  Con- 
gressional oversight. 

It's  important  to  consider  that  the  fees  that  will  be  retained  by 
the  SEC  are  not  those  fees  that  come  from  enforcement  matters, 
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or  else  we'd  be  like  policemen  who  have  quotas  to  give  out  certain 
numbers  of  parking  tickets.  It's  nothing  like  that. 

I  think  that  ultimately,  however,  what  the  Members  have  to  look 
at  is  whether  an  agency,  given  these  controls  and  given  the  over- 
sight process,  whether  it  has  the  kind  of  management  skills  that 
wnl  be  responsible  and  responsive. 

Now,  I  would  suggest  to  you  that  I've  managed  at  least  a  half 
a  dozen  companies  in  my  life  with  a  bottom  line  emphasis  and  with 
some  measure  of  success.  And  I'm  prepared  to  go  on  the  line  in 
terms  of  managing  this  agency  efficiently  and  cost-effectively. 

Every  year,  you  have  a  look  at  that  and  have  an  opportunity  to 
evaluate  whether  we  are  doing  the  job  that  we  should  be  doing. 

So  my  long-winded  answer  to  your  question  is  that  I  don't  believe 
that  we  are  running  the  risk  of  becoming  a  runaway  agency.  I 
think  we  have  the  opportunity  now  of  becoming  a  responsive  agen- 
cy, responsive  to  the  rapidly  moving  events  and  products  that  are 
part  of  the  great  system  that  we  are  sworn  to  protect. 

Senator  Bennett.  Thank  you. 

I  have  no  further  questions,  Mr.  Chairman.  I  appreciate  the  op- 
portunity of  being  here. 

Senator  Dodd.  Thank  you  very  much,  Senator. 

And  I'd  say  to  you,  Mr.  Chairman,  and  your  colleagues,  we  ap- 
preciate your  presence  here  this  morning.  There  may  be  some  f 
tional  questions  in  writing  for  you. 

I  also  note  that  last  night  the  Appropriations  Committee  il  . 
has  jurisdiction  over  the  SEC,  passed  an  appropriation  of  $255.4 
million. 

You  made  a  point  of  seeking  an  authorization  of  $281.9  million 
for  1994.  Obviously,  that's  less,  the  appropriated  number  than  the 
authorized  number  or  requested  number.  Are  you  going  to  be  able 
to  manage  with  that  number  that  is  now  at  least  in  the  Senate 
bill? 

I  don't  know  how  that'll  change  between  the  House  and  the  Sen- 
ate, but  is  that  going  to  be  adequate? 

Chairman  Levitt.  I  think  not.  I  think  not.  Clearly  not. 

Senator  Dodd.  Well,  I  raised  the  issue  at  the  outset  of  my  re- 
marks about  whether  or  not  we're  running  a  risk  here.  And  as  I 
said,  I  hoped  I  wasn't  engaging  in  any  hyperbole,  but  I  mentioned 
how  I  characterized  what  happened  with  the  S&L  industry  and 
we've  heard  what  can  happen  here  with  the  investment  adviser  is- 
sues, but  other  areas. 

Is  there  a  danger  here  that  we  are  going  to  find  ourselves  poten- 
tially in  an  explosive  situation,  look  back  and 

Chairman  Levitt.  I  think  there's  a  serious  danger.  We're  talking 
about  a  reduction  of  probably  more  than  60  people.  Where  will 
those  people  come  from?  What  kind  of  oversight  have  they  exer- 
cised? How  are  investor  interests  being  damaged  by  60  key  people 
taken  away  from  the  agency  in  this  time  of  transition,  and  a  time 
of  unprecedented  market  activity? 

Senator  Dodd.  Do  your  colleagues  have  any? 

Mr.  Beese.  I'd  like  to  emphasize  the  unprecedented  market  ac- 
tivity. 

Senator  Dodd.  Are  you  worried  as  well,  Carter,  about  what  can 
happen? 
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Mr.  Beese.  Very  much.  I  mean,  we  have  enjoyed  unparalleled 
prosperity  in  our  markets,  in  our  investment  companies,  in  our  in- 
vestment advisers,  in  our  stock  and  bond  markets  over  the  last 
couple  of  years. 

We  have  been  operating  with  our  current  budget  and  our  current 
staffing  under  the  best  of  times.  I  think  it's  incumbent  upon  us, 
given  the  nature  of  the  markets,  to  worry  about  trying  to  operate 
under  something  less  than  the  best  of  times,  and  cutting  the  budg- 
et I  think  does  not  prepare  us  for  that. 

Senator  Dodd.  Mary. 

Ms.  Schapiro.  I  think  it's  also  important  to  note,  Mr.  Chairman, 
that  that  cut  of  60  people,  which  is  about  2  percent,  comes  on  top 
of  a  cut  that  we  also  took  in  1993  of  27  full  time  employees.  So  that 
we  are  sliding  very  quickly  really,  back  down  the  hill. 

We  also  have  a  problem  in  that  we  will  find  it  very  burdensome 
to  make  the  OMB  required  cuts  in  administrative  costs  because 
one-half  of  our  administrative  costs  are  fixed  due  to  our  long-term 
lease.  The  cuts  that  we  have  to  make,  the  3  percent  cuts  in  admin- 
istrative costs,  will  have  to  come  out  of  things  like  our  automation 
program  and  travel  funds  for  the  enforcement  division  for  inves- 
tigations and  litigation.  So  I  think  we're  looking  at  quite  a  serious 
problem. 

And  as  we  move  into  1994,  since  we've  done  much  of  the  budget 
planning  for  1994  and  1995  during  the  transition  period  that  I  was 
acting-Chairman,  I  recognize  in  a  very  direct  way,  that  these  prob- 
lems are  really  quite  serious. 

Senator  Dodd.  I'm  sure  the  OMB  will  take  note  of  that.  I  think 
I  see  the  OMB  taking  notes. 

[Laughter.] 

Senator  Dodd.  The  reason  I  know  is  because  my  next  door  neigh- 
bor who  works  for  OMB  is  in  the  room  here  with  us,  so  I  saw  him 
writing  down  everything  you  were  saying,  Mary,  and  I'm  sure  we'll 
be  hearing  from  them  very  quickly. 

Rick,  do  you  have  any  comment  on  this  at  all? 

Mr.  Roberts.  Well,  I  agree  with  my  colleagues.  It  will  make  our 
job  much  tougher.  Obviously,  the  Commission  will  react  to  what- 
ever funding  is  bestowed  on  our  agency. 

Congress  has  been  very  generous  over  the  years.  I  understand 
that.  I  understand  Federal  dollars  are  scarce. 

I  do  wish  to  emphasize,  as  my  colleagues  have,  to  everyone  here 
that  it  will  make  our  job  much,  much  tougher,  probably  unreason- 
ably tough. 

Senator  Dodd.  Good  point. 

Again,  my  thank  you  to  all  of  you. 

Mr.  Chairman,  thank  you  for  your  first  appearance  here  before 
the  committee,  and  we'll  be  in  touch  with  you  very  soon. 

[Panel  is  excused.] 

Senator  Dodd.  We're  going  to  start  with  our  next  and  final 
panel,  and  I'm  going  to  warn  our  panelists  ahead  of  time  that  I'm 
expecting,  momentarily,  a  cloture  vote. 

But  let's  see  if  we  can't  get  underway  and  get  going.  And  then 
if  I  have  to  jump  out  of  here  for  a  minute  or  so,  you'll  understand. 
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Mr.  Ben  Vandegrift  is  a  lawyer  who  chairs  the  American  Bar  As- 
sociation Subcommittee  on  the  SEC,  Administration  Budget  and 
Legislation. 

Bob  Pozen  is  the  general  counsel  and  managing  director  of  the 
FMR  Corporation,  which  is  the  parent  of  Fidelity  Investments.  Mr. 
Pozen  represents  the  Investment  Company  Institute  and  again  is 
someone  who  has  been  of  tremendous  assistance  to  this  subcommit- 
tee. 

By  the  way,  I  should  point  out  that  Ben  Vandegrift  has  also  been 
a  great  help  to  us  in  the  past  on  these  issues  and  related  issues. 

And  Sarah  Teslik — did  I  pronounce  that  correctly,  Sarah? 

Ms.  Teslik.  Yes. 

Senator  Dodd.  Is  Executive  Director  of  the  Council  of  Institu- 
tional Investors.  She  and  her  organization  have  been  one  of  the 
most  important  voices  for  shareholders  in  recent  years.  And  we're 
very  grateful  for  your  presence  here  this  afternoon  now  and  for 
your  help,  as  well. 

Let  me  ask  you  to  begin  in  the  order  in  which  I've  introduced 
you,  and  I  will  keep  that  clock  on  just  as  a  guide  for  you,  because 
I  know,  myself,  that  I  can  lose  track  of  time  so  this  way  you  can 
try  and  wrap  up,  and  we  can  keep  going  so  I  don't  end  up  being 
out  of  here  for  15  or  20  minutes  and  having  to  come  back. 

So  we'll  try  and  get  as  much  done  as  we  can. 

Ben,  thanks. 

STATEMENT  OF  BENJAMIN  M.  VANDEGRIFT,  PARTNER, 
PILLSBURY,  MADISON  &  SUTRO,  WASHINGTON,  DC 

Mr.  Vandegrift.  Thank  you  very  much,  Mr.  Chairman. 

As  you  said,  my  name  is  Benjamin  Vandegrift.  I'm  an  attorney 
in  private  practice  in  the  Washington,  DC  office  of  the  law  firm  of 
Pillsbury,  Madison  and  Sutro.  I've  specialized  in  the  securities  laws 
for  more  than  20  years. 

I  was  a  professor  at  Washington  &  Lee  University  School  of  Law, 
and  then  I  was  on  the  staff  of  the  SEC.  In  fact,  Bob  Pozen  hired 
me  more  years  ago  than  I  care  to  remember.  And  then  for  the  last 
12  years,  I've  been  in  private  practice. 

Mr.  Pozen.  Great  hire. 

Mr.  Vandegrift.  I  certainly  agree  with  that.  You  were  a  great 
boss. 

Senator  Dodd.  All  right,  enough  of  that. 

[Laughter.] 

Mr.  Vandegrift.  I  also  serve  as  chair  of  the  Committee  on  Legis- 
lation of  the  section  of  business  law  of  the  American  Bar  Associa- 
tion, and  as  Chair  of  the  subcommittee  on  SEC  Administration, 
Budget  and  Legislation  of  the  Federal  Regulation  of  Securities 
Committee  of  the  American  Bar  Association. 

But  I  appear  here  today  only  in  mv  individual  capacity.  The 
views  expressed  are  my  own,  and  should  not  be  attributed  to  any 
organization  with  which  I  am  affiliated. 

I  can  say,  however,  with  respect  to  my  comments  about  the  pro- 
posed full  cost  recovery  mechanism  that  the  subcommittee  has  be- 
fore it,  that  I  have  consulted  with  John  F.  Olson,  who  is  currently 
the  Chairman  of  the  ABA's  Federal  Regulation  of  Securities  Com- 
mittee, and  I  can  say  that  he  and  I  both  believe  that  were  we  to 
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take  a  poll  of  the  individual  members  of  our  committee,  we  would 
find  by  far  the  greater  number  of  them  in  agreement  with  that  pro- 
posal. 

I  won't  go  through  the  same  kind  of  statistics  that  everyone  else 
has  done.  I  think  you  are  all  pretty  familiar  with  those. 

Let  me  just  say  a  couple  of  things  about  them,  and  maybe  I  can 
add  some  of  my  own  perspective  to  them  on  particularly  initial 
public  offerings.  I  think  they've  risen  very  rapidly  and  I  think  de- 
spite low  interest  rates,  that  equity  still  remains  the  cheapest  way 
to  finance  growth,  and,  perhaps  even  more  important,  to  provide  li- 
quidity to  company  founders. 

So  my  view  and  the  view  of  my  colleagues  in  my  firm  I  know  is 
that  there  are  lots  more  of  these  IPOs  being  planned.  They  have 
not  reached  the  stage  of  being  filed  with  the  SEC,  but  there  are 
a  lot  of  them  there. 

I'll  let  Bob  Pozen  comment  more  on  the  investment  company 
area,  but  I  do  think  that  while  those  gains  in  numbers  of  assets 
under  management  are  great,  I  think  you'll  see  even  greater 
growth  in  the  future  because  the  pressure  on  commercial  banks  to 
build  defenses  against  deposit  outflow  and  to  generate  fee  income 
will  cause  that  to  occur. 

I  think  the  advent  of  the  401K  plans,  which  are  a  means  of  shift- 
ing risks  of  later  pension  payments  from  employers  to  individuals, 
will  continue  to  accelerate.  So  for  that  reason,  I  believe  that  growth 
will  continue  to  escalate  a  great  deal. 

There  are  a  number  of  other  areas  that  I'd  like  to  just  comment 
on  very  quickly. 

Although  I  know  some  of  the  senior  SEC  staff  may  disagree  with 
me  on  this,  we  have  noticed  a  stretch  out  in  the  time  for  the  review 
of  some  of  the  registration  statements.  We  believe  it  could  be  a 
number  of  things,  and  my  experience  is  only  anecdotal. 

It  could  be  the  fact  that  there  are  so  many  more  filings;  it  could 
be  the  fact  that  the  filings  become  more  complex  as  the  years  go 
along.  Limited  partnership  rollups  are  a  good  example  of  that. 
They've  also  had  new  proxy  rules  to  apply  to  the  review  of  proxy 
statements  on  this  year. 

But  I  think  there  is  a  resource  question  involved  because,  as  the 
staff  turnover  that  you  talked  about  occurs,  the  examiners  at  the 
bottom  of  the  heap  there,  who  are  the  first  line  of  contact,  don't  re- 
view it  as  quickly  because  they  just  don't  have  the  institutional 
memory  with  which  to  do  it.  And  I  think  that  is  an  important 
point. 

Another  area  where  they're  stretching  out  is  in  the  review  of  the 
34  Act  documents,  not  ever  prospectus  now  needs  to  be  review,  but 
the  34  Act  documents,  because  of  the  changes  in  the  emphasis, 
should  be  reviewed,  and  it's  taking  quite  a  while  to  get  those  re- 
viewed. 

Again,  I  don't  want  to  criticize  the  staff.  It's  not  at  all  unusual 
to  see  somebody  there  late  into  the  evening  helping  to  get  a  deal 
out  the  door. 

With  regard  to  the  self-funding  and  the  full  cost  recovery,  let  me 
just  say  very  quickly  that  I  support  it  personally.  Again,  I  think 
most  of  the  members  of  the  ABA's  Federal  Reg.  Committee,  with- 
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out  committing  the  committee  or  them,  I  believe  they  would  sup- 
port this,  as  we've  done  in  the  past. 

I'd  also  like  to  see  a  lifting  of  the  pay  caps.  I  think  that  is,  again, 
very  critical  to  help  preserve  the  institutional  memory.  I  believe 
that  most  of  the  senior  SEC  staff  will  tell  you  that  they  don't  begin 
to  get  real  production  out  of  an  attorney  until  about  the  third 
year — maybe  the  second,  but  in  any  event,  about  the  third  year, 
most  of  them  leave. 

It  is  difficult  to  compete  with  the  private  sector,  although  I  might 
add  that  it's  going  to  be  as  little  less  so  in  the  years  to  come,  if 
my  own  predictions  are  of  any  value. 

But  I  do  think  that  it  would  be  very  helpful  to  be  able  to  lift 
those  pay  caps  and  to  pay  commensurate  certainly  with  the  other 
federal  regulatory,  financial  regulatory  agencies. 

Thank  you. 

Senator  Dodd.  Very  good.  Good  timing. 

Mr.  Pozen. 

STATEMENT  OF  ROBERT  C.  POZEN,  GENERAL  COUNSEL  AND 
MANAGING  DIRECTOR,  FMR  CORPORATION,  BOSTON,  MA 

Mr.  Pozen.  I  am  Robert  Pozen.  I  am  General  Counsel  and  Man- 
aging Director  of  Fidelity  Investments,  where  we  manage  mutual 
funds,  and  we  also  have  a  significant  broker  dealer. 

Today  you're  getting  a  twofer  in  me.  I  am  representing  the  In- 
vestment Company  Institute,  which  has  over  95  percent  of  the  fund 
industry's  assets,  and  also  we  are  members  of  the  SIA.  We  would 
request  that  the  letter  that  the  SIA  has  prepared  on  this  SEC  au- 
thorization be  submitted  for  the  record  and  be  made  part  of  the 
record. 

Both  the  ICI  and  the  SIA  strongly  support  the  legislation  and  the 
increased  resources  for  the  SEC. 

The  committee  has  already  heard  statistics  on  the  growth  of  mu- 
tual funds  and  on  the  growth  of  investment  advisers,  and  how  the 
division  of  investment  management  resources  have  not  kept  up 
with  that  growth.  Obviously,  this  presents  a  number  of  issues. 

One  is  the  inspection  issue,  which  has  been  talked  about.  I  think 
it's  important,  in  that  respect,  for  people  to  understand  that  the 
SEC  now  concentrates  on  a  few  of  the  large  complexes  and  the 
large  investment  advisers. 

But  in  terms  of  regulatory  risk,  it's  probably  the  proliferation  of 
new  advisers  and  new  complexes  where  there  are  most  likely  to  be 
issues.  These  are  complexes  and  advisers  who  have  not  yet  been  ac- 
customed to  the  SEC  regime,  and  ones  who  perhaps  have  not  yet 
had  the  time  to  develop  their  full  compliance  efforts. 

So  I  think  that  having  more  inspections  and  examiners  is  critical 
to  having  a  sound  industry. 

In  addition,  the  SEC's  40  Act  division  is  very  important  for  the 
evolution  of  new  products.  The  way  the  40  Act  works  is  that  almost 
everything  is  prohibited  unless  the  SEC  gives  an  exemption,  and 
the  SEC  has  broad  exemptive  authority.  And  over  the  years,  the 
SEC  has  been  very  effective  in  providing  exemptions  for  things  like 
variable  life  insurance  or  other  new  types  of  products. 
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If  the  SEC  doesn't  have  enough  resources,  they  will  not  be  able 
to  process  these  exemptions  in  an  expeditious  way,  and  that  will 
really  slow  down  the  innovation  and  the  creativity  in  the  industry. 

And  in  fact  that  has  already  begun  to  happen.  The  amount  of 
time  that  it  takes  to  process  exemptions  has  become  longer  and 
longer,  and  it  inevitably  will  unless  there  are  more  resources. 

As  to  self-funding,  the  ICI  strongly  supports  self-  funding  and  so 
does  the  SIA.  I  think  the  exception  for  enforcement  fees  is  appro- 
priate, and  provides  the  proper  balance. 

Just  to  give  you  an  example  in  the  investment  company  area,  in 
1992,  the  investment  companies  paid  filing  fees  of  over  $80  million, 
but  the  SEC  expended  less  than  $20  million  to  regulate  investment 
companies.  This  implies  a  so-called  regulatory  surplus  of  $60  mil- 
lion which  was  turned  over  to  the  Treasury. 

We  believe  that  the  SEC  registration  fees  paid  by  investment 
companies  should  be  kept  by  the  SEC  to  finance  regulatory  activi- 
ties in  this  area.  Otherwise,  what  you  really  have  is  that  mutual 
fund  shareholders  are  paying  far  more  than  they're  getting  back  in 
terms  of  regulation. 

These  fees  are  paid  in  the  mutual  fund  area  by  the  funds,  and 
therefore  the  shareholders  of  the  funds  really  have  a  right  to  the 
amount  of  regulation  that's  commensurate  with  those  fees. 

Thank  you  for  the  opportunity  to  testify. 

I'd  be  glad  to  answer  any  questions  you  might  have. 

Senator  DODD.  Thank  you  very  much. 

Ms.  Teslik. 

STATEMENT  OF  SARAH  A.B.  TESLIK,  EXECUTIVE  DIRECTOR, 
COUNCIL  OF  INSTITUTIONAL  INVESTORS,  WASHINGTON,  DC 

Ms.  Teslik.  Thank  you. 

I  knew  my  fortieth  birthday  would  be  awful,  but  I  didn't  know 
it  would  be  so  awful  that  I'd  spend  it  testifying  on  the  SEC's  budg- 
et. That  was  the  only  thought — 

[Laughter.] 

Senator  DODD.  Happy  birthday. 

Ms.  Teslik.  Thank  you. 

Senator  Dodd.  Is  that  a  birthday  present  on  your  wrist? 

Ms.  Teslik.  Well,  actually  I  did  get  a  birthday  present  of  a  watch 
today,  but  it  was  for  the  senior  Olympics.  No  kidding. 

That  was  the  only  thought  I  had  this  morning. 

If  you'd  asked  me  to  testify  on  this  subject  a  few  years  ago,  the 
only  thought  I  would  have  had  would  have  been,  give  me  the  list 
of  participants  because  I  never  want  to  invite  any  of  them  to  din- 
ner because  they're  almost  certain  to  be  tedious. 

And  I  realized  this  morning  that  that's  probably  a  mind  set  that 
a  lot  of  Americans  have,  and  it's  probably  a  mind  set  that  makes 
this  hearing  and  working  on  this  issue  very  difficult,  because  it's 
hard  to  convince  the  average  American  that  fussing  over  what  per- 
centage of  one  percent  you  spend,  that  an  issuer  spends  for  a  fee 
is  any  more  important  than  what  we  spend  for  our  driver's  license 
as  the  registration  fee. 

But  if  I've  learned  anything  in  the  last  10  years  that  I've  worked 
in  the  capacity  that  I  am  currently  working,  it  is  that  these  ques- 
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tions  matter  not  only  a  lot,  but  probably  a  lot  more  than  even  most 
of  us  in  the  business  think. 

I  think  they  matter  for  a  lot  of  reasons  that  were  already  sum- 
marized today,  which  I  won't  bore  you  with. 

I  think  one  of  the  most  important  is  that  we  underestimate  the 
importance  of  the  fact  that  not  only  our  markets  are  now  global, 
they  are  electronic,  and  it  is  in  fact  the  case  that  if  our  markets 
even  cost  even  pennies  more  to  run  in  any  individual  transaction 
than  foreign  markets,  the  business  will  go  elsewhere  tomorrow. 

And  that  is  a  very  different  situation  than  even  5  years  ago.  And 
so  I  think  it's  probably  more  important  than  it's  ever  been  for  those 
close  to  the  situation,  which  in  many  cases  of  course  will  be  the 
people  at  the  SEC  to  have  a  feel  for  what  the  fees  are  and  how  they 
should  be  set. 

It's  also  important  for  the  other  reasons  that  were  brought  up 
this  morning.  We're  talking  about  the  engine  that  creates  wealth 
in  our  society.  This  is  not  any  other  regulatory  body.  So  anything 
you  get  wrong  in  this  area  essentially  throws  a  monkey  wrench 
into  a  vehicle  that's  supposed  to  generate  the  money  that  funds  ev- 
erything else  in  Government. 

So  if  you  care  about  health  care,  you  should  care  about  getting 
these  SEC  issues  right. 

I  summarized  a  lot  of  those  concerns  in  my  written  testimony.  I 
won't  bore  you  with  them  here. 

On  the  other  hand,  I  think  it's  important  to  realize  that  if  we  ex- 
pect our  markets  to  be  the  cleanest  and  best  run  in  the  world, 
which  I  think  they  are,  we  have  to  pay  for  them.  And  you  don't  get 
quality  regulation  unless  you  pay  for  it. 

My  concern,  listening  to  everyone  this  morning,  is  I'm  not  sure 
that  we  were  addressing  all  of  the  complex  questions  that  should 
be  addressed,  before  you  move  to  something  like  self-funding.  I 
think  there  are  many  of  them,  and  unless  you  look  at  those  big  pic- 
ture ones  first,  you  shouldn't  yet  fuss  with  some  of  the  little  ones. 

Again,  I've  summarized  a  lot  of  those  questions  in  one  paragraph 
in  my  written  testimony,  and  I'll  leave  those  for  anyone  who  is 
more  interested. 

I  would  just  like  to  conclude  on  what's  really  a  personal  note, 
and  probably  a  suicidal  note,  because  it  means  I  probably  can't 
work  with  any  other  agency  in  Washington  anymore. 

But  it  is  in  fact  the  case  that  in  all  the  years  I've  worked  here, 
with  all  the  agencies  I've  worked  with,  I've  never  worked  with  an 
agency  that  so  consistently,  at  all  levels,  has  outclassed  every 
other.  And  I'm  not  a  brown-  noser.  In  fact,  I'm  usually  pretty  nasty. 

The  Commission  does  attract  and  keep  top  talent,  which  is  pretty 
impressive,  given  people's  interest  in  salaries.  It's  a  place  where  I 
routinely  can  call  at  8  p.m.,  just  as  I  can  call  at  8  a.m.,  and  get 
my  phones  answered.  In  fact,  I  think  of  the  SEC  as  California.  It's 
the  place  I  can  call  at  8  p.m.  and  still  get  someone. 

It's  a  place  where  everyone  plays  by  the  letter  as  well  as  the  spir- 
it of  the  rule,  and  I  test  this  sometimes  just  for  the  fun  of  it. 

It's  a  place  where  people's  eyes  actually  light  up  when  you  say, 
listen  to  this  new  idea.  And  you  know  perfectly  well  that  doesn't 
happen  in  a  lot  of  agencies. 
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It's  a  place  where  you  go  with  a  little  problem,  a  boring  problem, 
but  that  actually  affects  one  of  your  Members  in  a  significant  way, 
you  get  this  taken  care  of  overnight,  even  if  no  one's  going  to  get 
any  press  about  it.  And  that's  happened  for  us  repeatedly  in  the 
last  years. 

That  can  only  be  handed  to  what  the  Chairman  referred  to  as  pa- 
triotism. No  one's  getting  paid  for  that,  you're  not  getting  a  raise 
for  it. 

So  I  think  that  we  have  to  do  whatever  it  is  that  needs  to  be 
done  to  keep  those  qualities  of  the  agency,  because  they're 
overseeing  markets  where  you  not  only  have  some  of  the  most  bril- 
liant minds  in  the  business,  you  have  some  of  the  most  devious. 

I'm  not  particularly  interested  in  what  disclosure  requirements 
you  have  or  what  forms  you  have  to  file,  if  you  don't  have  top  tal- 
ent overseeing  them,  because  without  the  top  minds,  all  the  rest 
of  it  is  meaningless.  And  anything  that  can  be  done,  whether  it's 
self-funding,  whether  it's  some  of  the  other  things  you  can  look  at, 
to  keep  the  Commission  the  class  act  that  it  is,  I  think  I  could  find 
a  way  for  our  Members  to  support. 

Senator  Dodd.  Thank  you  very  much. 

And  even  if  the  SEC  is  not  in  the  roQm,  I'll  see  that  they  get  a 
copy  of  your  testimony. 

[Laughter.] 

Senator  Dodd.  I'm  going  to  get  to  ask  you  one  or  two  questions. 

First  of  all,  thank  you,  all  of  you,  for  your  testimony. 

I'd  like  to  ask  you  a  series  of  questions,  Mr.  Pozen,  and  I'll  also 
ask  the  other  two  to  respond.  Can  you  give  us  a  candid  assessment 
of  the  overall  condition  of  your  industry?  Can  you  tell  us  if  the  SEC 
doing  an  adequate  job  of  inspections?  Does  it  have  adequate  re- 
sources to  do  the  job,  in  your  view?  Finally,  are  there  any  problems 
in  the  mutual  fund  industry? 

The  regulation  of  the  mutual  fund  industry  is  unique,  by  the 
way,  for  the  purpose  of  the  record.  In  other  areas,  there  are  several 
agencies  that  look  at  an  industry.  When  you  start  dealing  with  mu- 
tual funds,  there's  only  one  agency  that  looks  at  it.  If  they  don't 
look  at  it,  no  one  looks  at  it. 

So  for  the  purposes  of  background,  for  those  who  may  not  be  fa- 
miliar, this  is  a  unique  responsibility. 

And  I'm  asking  you  for  a  very  candid,  honest  assessment.  I'm 
going  to  ask  you  to  put  on  a  different  hat,  here. 

Should  the  SEC  they  be  losing  their  sleep?  Should  I  be  losing  a 
little  sleep?  Should  others  out  there?  That's  the  basic  question  for 
you. 

Mr.  Pozen.  In  general,  the  industry  is  in  pretty  reasonable 
shape. 

I  think  the  way  the  40  Act  is  constructed — which  requires  daily 
mark-to-market,  independent  directors,  and  very  strict  conflicts  of 
interest  rules — has  set  up  a  structure  in  which  things  are  reason- 
ably operating  and  go  pretty  well. 

There  are  a  number  of  minor  points  that  I  think  that  need  to  be 
focused  on,  and  I'm  happy  to  say  that  the  SEC  and  the  ICI  have 
been  pretty  assertive  in  bringing  those  points  forth. 

The  SEC  looked  at  the  money  market  area  a  few  years  ago,  and 
made  those  rules  stricter,  and  I  think  dealt  with  a  potential  issue. 


25 

I  know  the  SEC  is  continuing  to  look  at  that  area  now  with  respect 
to  tax  exempt  money  market  funds. 

Senator  Dodd.  So  there's  nothing  for  us  to  lose  our  sleep  over? 
Nothing  the  SEC  should  be  worried  about?  Nothing  Members  of 
Congress  should  be  worried  about? 

Mr.  Pozen.  I  think,  in  truth,  the  biggest  problem  is  that  we  have 
a  huge  number  of  new  entrants  and  a  huge  number  of  new  funds 
in  the  industry.  By  contrast,  there  are  many  players  in  the  indus- 
try that  I've  known  for  years.  I  know  their  compliance  operations, 
I  know  how  they  operate.  They're  very  well-developed. 

Right  now,  its  very  easy  to  start  a  new  fund  with  $100,000.  You 
can  set  up  a  broker  dealer  distribution  network  with  $25,000  cap- 
ital. And  we  have  over  3,000  funds. 

So  we  have  a  tremendous  number  of  new  entrants  in  the  indus- 
try and  new  funds  that  have  come  into  being  during  the  last  few 
years. 

I  think  the  fact  that  the  SEC  is  saying  that  they  haven't  exam- 
ined most  of  these  people.  They  come  to  Fidelity,  I  can  assure  you, 
every  year  and  examine  us.  But  they  immediately  meet  a  whole 
compliance  group  that  we  have  who  work  together  with  our  inter- 
nal auditors. 

It's  a  little  scary  to  me  that  there  are  so  many  new  entrants  into 
the  industry,  so  many  people  who  have  just  started  on  this  path, 
and  the  SEC  hasn't  examined  them,  and  hasn't  really  figured  out 
whether  or  not  they're  doing  an  appropriate  job.  I  think  that's  the 
biggest  area  of  risk  that  we  have. 

Senator  Dodd.  I  apologize,  but  I  presume  you'd  rather  not  be 
hanging  around  for  another  half  an  hour  while  I  go  and  get  tied 
up  with  votes,  so  I  apologize  for  ending — we  got  away  with  a  lot 
more  than  I  thought,  frankly.  So  we  ought  to  count  our  blessings. 

And  I  again  appreciate  your  testimony  here  this  morning,  and 
look  forward  to  a  continuing  involvement  with  you  as  we  develop 
legislation  in  this  area. 

The  subcommittee  will  stand  adjourned. 

[Whereupon,  at  12:25  p.m.,  Thursday,  July  29,  1993,  the  sub- 
committee was  adjourned,  subject  to  call  of  the  chair.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  BY  SENATOR  DONALD  W.  RIEGLE,  JR. 

July  29,  1993 

Chairman  Levitt,  it  is  a  pleasure  to  welcome  you  back  to  the  Senate  Banking 
Committee  so  soon.  That  the  Committee  and  the  full  Senate  were  able  to  act  on 
your  nomination  so  quickly,  and  by  unanimous  vote,  is  testimony  to  your  qualifica- 
tions and  your  character.  I  look  forward  to  working  with  you  in  the  years  ahead. 

I  am  pleased  as  well  that  the  other  Commissioners  are  with  you  this  morning  to 
present  the  SEC's  budget  authorization  request. 

The  financial  markets,  and  the  SEC  as  regulator  of  those  markets,  play  an  ever 
more  important  role.  American  businesses  increasingly  rely  on  securities  offerings 
for  their  financing.  Large,  established  companies,  for  example,  now  regularly  issue 
commercial  paper,  while  younger  companies  raise  capital  through  initial  public  of- 
ferings of  stock,  or  "IPO's."  During  the  first  half  of  1993,  BPO's  reached  a  record  $26 
billion. 

Individuals  are  increasing  their  participation  in  the  securities  markets  as  well. 
Disappointed  with  low  yields  on  insured  deposits,  individual  investors  have  been 
putting  their  money  into  mutual  funds  in  record  amounts.  Mutual  fund  assets  now 
total  over  $1.5  trillion. 

Our  financial  markets  are  the  most  liquid  in  the  world,  in  large  part  because  in- 
vestors are  confident  they  are  properly  regulated.  In  your  testimony,  you  describe 
in  detail  the  demands  that  growth  and  change  in  the  securities  markets  place  on 
the  SEC's  resources.  The  SEC  is  currently  undertaking  major  initiatives  in  the 
areas  of  mutual  fund  and  investment  adviser  regulation,  market  structure,  and 
internationalization,  to  name  a  few,  while  at  the  same  time  carrying  out  its  regular 
duties.  I  am  pleased  that  the  Commerce,  Justice,  State  appropriations  bill  currently 
being  debated  on  the  floor  contains  the  full  funding  request  for  the  Securities  and 
Exchange  Commission.  This  will  enable  the  SEC  to  carry  out  its  important  mission 
of  enforcing  the  securities  laws. 

I  am  concerned,  however,  about  the  mechanism  that  has  been  used  for  SEC  fund- 
ing the  past  several  years.  In  1990  the  Appropriations  Committee  raised  the  fees 
charged  for  the  registration  of  securities.  These  fees  were  designated  as  'offsetting 
collections'  to  SEC  appropriations.  This  increased  the  amount  of  money  available  to 
the  Appropriations  Committee,  allowing  it  to  appropriate  less  to  the  SEC  and  more 
elsewhere.  This  leaves  the  SEC  dependent  on  collecting  fees  in  order  to  fund  its  op- 
erations. If  the  level  of  activity  in  the  securities  markets  declines,  the  SEC  could 
face  a  funding  shortfall. 

Once  started  down  this  road,  the  Appropriations  Committee  has  gone  further  and 
further.  They  raised  the  registration  fees  again  in  1992,  and  a  third  time  in  the  cur- 
rent appropriations  bill.  Under  this  legislation,  registration  fees  will  be  almost  twice 
the  level  of  five  years  ago. 

In  1992,  SEC  registration  fees  exceeded  SEC  appropriations  by  180  percent. 
Under  this  bill,  in  1994  fees  are  estimated  to  exceed  appropriations  by  195  percent. 
When  fees  on  securities  registrations  bring  in  more  money  than  is  needed  to  fund 
the  SEC,  it  is  not  a  user  fee,  but  a  tax.  These  excess  fees  constitute  a  hidden  tax 
on  capital  formation — discouraging  private  sector  economic  growth.  It  is  ironic  that 
while  this  bill  raises  securities  registration  fees,  paid  by  investors  and  entre- 
preneurs who  depend  on  efficient  SEC  regulation,  the  SEC  will  have  to  cut  110  full 
staff  positions  over  3  years. 

The  House  of  Representatives  recently  passed  a  bill  providing  for  a  closer  correla- 
tion between  SEC  fees  and  SEC  appropriations.  Congress  would  determine  the 
SEC's  funding  needs,  and  the  agency  would  set  fees  to  collect  an  amount  equal  to 
its  annual  appropriation — no  more,  no  less.  Fines  and  penalties  collected  by  the  SEC 
would  continue  to  go  to  the  Treasury  general  fund.  As  Chairman  of  the  Securities 
Subcommittee  during  1987  and  1988,  Iinitiated  discussion  of  SEC  self-funding  and 
remain  highly  supportive. 

I  look  forward  to  hearing  the  SEC's  views  on  this  subject,  and  the  testimony  of 
our  private  sector  witnesses  as  well. 
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TESTIMONY  OF  ARTHUR  LEVITT 
Chairman,  U.S.  Securities  and  Exchange  Commission 

The  Commission's  Authorization  Request  for  Fiscal  Years  1994-95 

July  29,  1993 

Chairman  Dodd  and  Members  of  the  Subcommittee: 

I  am  pleased  to  appear  today  to  testify  on  behalf  of  the  Securities  and  Exchange 
Commission  (Commission)  regarding  its  authorization  request  for  fiscal  years  1994 
and  1995.  I  know  that  this  Subcommittee  has  been  very  supportive  of  the  Commis- 
sion in  fulfilling  its  mission  to  maintain  the  efficiency,  effectiveness,  and  integrity 
of  the  U.S.  marketplace.  I  look  forward  to  continuing  to  work  closely  with  this  Sub- 
committee on  the  vital  issues  relating  to  America's  capital  markets. 

Before  I  begin  discussing  some  of  the  significant  issues  and  initiatives  facing  the 
Commission  during  the  next  few  years,  I  would  like  to  stress  some  of  my  goals  as 
Chairman  of  the  Commission.  First,  I  believe  that  our  regulatory  structure  must  be 
sensible,  reasonable  and  cost-effective  so  that  the  U.S.  marketplace  remains  vigor- 
ous, efficient  and  attractive  for  global  capital  formation.  If  regulations  become  too 
burdensome,  we  risk  driving  transactions  offshore,  which  may  inhibit  the  Commis- 
sion's ability  to  carry-out  its  primary  mission  of  protecting  investors.  Second,  I  be- 
lieve that  the  Commission  must  make  certain  that  the  regulatory  environment  en- 
courages capital  formation,  especially  by  small  entrepreneurial  businesses,  which 
are  important  to  the  economic  growth  of  our  country.  Finally,  I  believe  that  protect- 
ing investors  and  maintaining  the  integrity  and  honesty  of  the  U.S.  capital  markets 
requires  vigilant  enforcement  of  sound  rules.  There  should  be  no  question  that  viola- 
tors of  the  securities  laws  will  be  dealt  with  swiftly  but  fairly  by  the  Commission. 

The  Commission  requests  a  two-year  authorization  to  improve  its  ability  to  con- 
tinue its  effective  regulation  of  the  securities  markets.  The  Commission  seeks  au- 
thorization for  appropriations  of  $281.9  million  in  fiscal  year  1994  and  $317.7  mil- 
lion in  fiscal  year  1995.  Actual  expenditures,  of  course,  will  be  determined  as  part 
of  the  appropriations  process.  The  request  represents  our  estimate  of  the  maximum 
resources  that  might  be  necessary  in  those  fiscal  years. 

As  the  Members  of  this  Subcommittee  know,  the  securities  markets  experienced 
dramatic  growth  and  significant  change  throughout  the  decade  of  the  1980's.  This 
evolution  continues  today.  For  example,  equity  trading  volume  in  the  U.S.  grew  by 
18  percent  in  the  last  year  alone,  to  nearly  $3  trillion.  The  growth  of  registered  pub- 
lic offerings  also  was  exceptional,  increasing  more  than  46  percent  in  1992  to  $718 
billion.  Registered  initial  public  offerings  for  debt  and  equity  rose  by  nearly  43  per- 
cent to  about  lp52  billion.  Registered  public  offerings  of  foreign  issuers  grew  32  per- 
cent, from  $25  billion  to  $33  billion  between  1991  and  1992. 

During  fiscal  years  1994  and  1995,  the  Commission  anticipates  that  greater  de- 
mands will  be  placed  upon  its  resources.  In  many  instances,  legislative  proposals 
will  result  in  amendments  to  the  laws  which  the  Commission  administers.  These  ad- 
ditional responsibilities  are  expected  to  require  additional  resources.  My  testimony 
today  outlines  for  the  Subcommittee  the  work  the  Commission  must  undertake  dur- 
ing the  next  two  years,  if  it  is  to  continue  to  fulfill  its  statutory  mandate  as  it  has 
in  the  past. 

A.  Investment  Management  Regulation 

Perhaps  the  most  important  area  for  the  Commission  in  the  next  two  years  will 
be  the  regulation  of  investment  advisers  and  investment  companies.  Rapid  growth 
in  funds  under  management  and  the  number  of  investment  advisers  has  rendered 
inadequate  current  agency  resources  devoted  to  the  investment  management  inspec- 
tion program.  Between  1981  and  1993,  the  number  of  registered  investment  advis- 
ers increased  from  5,100  to  over  18,000  (an  increase  of  253  percent),  and  assets 
managed  by  investment  advisers  rose  from  $450  billion  to  over  $9  trillion  (an  in- 
crease of  1,900  percent).  The  number  of  agency  staff  years  devoted  to  investment 
adviser  inspections,  however,  rose  only  from  36  to  48,  resulting  in  a  ratio  of  375  ad- 
visers to  every  one  examiner,  up  from  a  ratio  of  142  to  one  twelve  years  earlier. 

While  the  very  largest  investment  advisers  and  those  with  custody  of  client  secu- 
rities are  examined  approximately  every  three  years,  all  other  advisers  are  in- 
spected on  a  28-year  cycle,  which  is  effectively  not  at  all.  Approximately  60  percent 
of  the  investment  advisers  registered  for  more  than  one  year  in  the  Chicago,  Den- 
ver, Los  Angeles,  and  New  York  regions  have  never  been  inspected.  These  regions 
contain  over  half  of  the  total  registered  investment  adviser  population.  A  truly  effec- 
tive investment  adviser  inspection  program  would  require  an  inspection  cycle  of  no 
longer  than  three  years  for  large  investment  advisers  (assets  over  $500  million)  and 
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those  with  higher  risk  profiles,  and  five  years  for  all  other  investment  advisers.  This 
greatly  enhanced  inspection  program  would  enable  the  Commission  to  respond  more 
quickly  to  problems  and  to  follow  through  with  enforcement  action,  as  needed. 

Senator  Dodd  has  introduced  legislation  (S.  423)  that  would  provide  the  SEC  with 
resources  to  improve  the  agencys  investment  adviser  examination  program.  This 
legislation  establishes  a  mechanism  whereby  registered  investment  advisers  would 
pay  certain  fees  to  the  SEC  to  fund  an  expanded  examination  program.  To  date  no 
action  has  been  taken  on  S.  423.  In  May,  the  House  passed  a  similar  bill  (H.R.  578). 
Both  bills  would  impose  on  advisers  a  higher  initial  registration  fee,  and  annual  reg- 
istration renewal  fees  ranging  from  $300  to  $7,000  depending  on  the  size  of  the  ad- 
viser as  measured  by  assets  under  management.  The  proposed  fees  would  allow  the 
Commission  to  add  193  examiners  to  its  program.  The  cost,  estimated  at  approxi- 
mately $16  million  annually,  would  be  fully  recovered  under  the  proposed  fee  struc- 
ture. 

Investor  demand  for  investment  company  products  also  has  far  outdistanced 
growth  in  the  Commission's  inspections  staff.  At  least  one-quarter  of  all  American 
households  have  used  a  portion  of  their  savings  and  retirement  dollars  to  purchase 
interests  in  investment  companies,  now  valued  at  approximately  $2.1  trillion. 
Money  market  mutual  funds,  in  particular,  whose  assets  now  exceed  one-half  tril- 
lion dollars,  have  become  popular  substitutes  for  insured  deposits  for  millions  of 
Americans.  Although  the  Commission  attempts  to  apply  is  limited  resources  to  the 
largest  fund  complexes,  we  have  been  forced  to  cut  back  on  the  scope  and  frequency 
of  our  investment  company  inspections.  Only  limited  annual  inspections  of  money 
market  funds,  funds  in  the  100  largest  fund  complexes,  and  some  smaller  fund  com- 
plexes are  possible.  Many  medium  and  smaller  fund  complexes  have  not  been  in- 
spected at  all  during  the  past  four  to  five  years.  A  growing  number  of  new  fund  com- 
plexes, including  many  that  have  been  organized  recently  by  banks,  have  not  been 
inspected,  except  for  their  money  market  funds. 

The  Commission  requests  resources  sufficient  to  fund  inspections  of  investment 
companies  on  the  following  schedule:  (1)  a  comprehensive  review  of  the  100  largest 
fund  complexes  over  a  two-year  period;  (2)  annual  inspections  of  all  money  market 
funds;  and  (3)  comprehensive  inspections  of  remaining  fund  complexes  every  other 
year.  In  addition,  unit  investment  trust  sponsors  would  be  inspected  every  third 
year  and  business  development  companies  would  be  inspected  every  other  year. 

The  need  for  comprehensive  examination  coverage  is  unfortunately  evidenced  by 
the  very  great  harm  that  can  result  from  investment  management  fraud.  The  na- 
ture of  the  problem  is  illustrated  by  the  recent  Commission  case  involving  former 
investment  adviser  Steven  Wymer.1  The  Commission  brought  an  emergency  injunc- 
tive action  to  halt  his  misuse  of  client  funds  and  successfully  obtained  an  order  re- 
quiring him  to  pay  $208  million  in  restitution  and  prejudgment  interest  to  the  coun- 
ty, state,  and  municipal  governments  and  others  who  were  among  his  defrauded  cli- 
ents. Wymer  pleaded  guilty  to  criminal  charges  including  securities  fraud,  rack- 
eteering and  obstruction  of  justice,  and  received  a  jail  term  of  fourteen  years  and 
seven  months.2 

An  increase  in  the  number  and  scope  of  examinations  of  both  investment  advisers 
and  investment  companies  likely  will  result  in  a  substantial  increase  in  the  number 
of  referrals  to  the  Commission's  enforcement  program.  The  enforcement  program 
must  be  funded  at  a  level  sufficient  to  meet  this  expected  increase  in  workload. 

There  are  numerous  initiatives  that  should  be  undertaken  in  the  next  several 
years  to  modernize  investment  company  regulation.  In  May  1992,  the  Division  of  In- 
vestment Management  completed  its  study,  Protecting  Investors:  A  Half  Century  of 
Investment  Company  Regulation.  The  study  makes  major  recommendations,  some  of 
which  have  already  been  the  subject  of  rulemaking  or  administrative  action.3  Many 
other  important  recommendations  require  Congressional  action.  The  Division  of  In- 
vestment Management  is  preparing  a  package  of  legislative  recommendations  for 
Commission  action,  including:  (1)  amendments  to  the  federal  securities  laws  to  im- 
prove disclosure  to  participants  who,  through  their  employee  benefit  plans,  invest 
in  pooled  investment  vehicles;  (2)  amendments  to  Section  7(d)  of  the  Investment 


iSEC  v.  Institutional  Treasury  Management,  Inc.,  Litigation  Release  No.  13218,  C.A.  No.  91- 
6715  RG  (Ex)  (CD.  Cal.,  Dec.  12,  1991). 

2Litigation  Release  No.  13635  (May  12,  1993). 

3Two  of  the  study's  most  significant  recommendations  in  the  areas  of  asset  securitization  and 
new  types  of  funds  have  been  implemented  by  rulemaking.  Three  other  recommendations  in  the 
areas  of  corporate  governance,  procedures  for  exemptive  applications,  and  purchases  of  mutual 
fund  shares  from  simplified  prospectuses  have  been  the  subjects  of  rulemaking  proposals.  The 
Commission  has  taken  final  action  on  matters  involving  foreign  investment  advisers,  National 
Association  of  Securities  Dealers  regulation  of  mutual  fund  sales  loads,  and  certain  shareholder 
approval  requirements. 
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Company  Act  that  would  allow  foreign  funds  to  sell  shares  in  the  United  States,  if 
they  offer  sufficient  investor  protections  and  their  home  country  provides  com- 
parable access  to  United  States  funds;  and  (3)  proposals  aimed  at  strengthening  the 
independence  of  fund  boards  of  directors. 

B.  Market  Regulation 

In  recent  years,  new  trading  technologies  and  new  financial  products,  including 
derivative  products,  have  contributed  greatly  to  the  unprecedented  changes  and  in- 
novations in  our  nation's  equity  markets.  One  response  of  the  Commission  was  to 
direct  the  Division  of  Market  Regulation  to  undertake  a  comprehensive  study  of  the 
structure  and  regulation  of  the  U.S.  equity  markets  to  assess  the  regulatory  envi- 
ronment in  which  the  equity  markets  now  operate  and  the  need  for  changes  to  the 
existing  regulatory  structure.  The  Market  2000  study  will  examine  the  effects  of  new 
technologies  and  new  products,  and  will  consider,  among  other  issues,  market  frag- 
mentation, best  execution  of  customer  orders,  transparency,  proprietary  trading  sys- 
tems, and  market  liquidity.  The  study  should  generate  policy  recommendations  in 
many  of  these  areas.  In  addition,  many  self-regulatory  organization  rules  will  be  re- 
viewed in  light  of  the  study.  It  is  anticipated  that  Market  2000  will  be  completed 
early  in  fiscal  1994. 

The  Commission  also  must  respond  to  changes  in  the  mechanisms  for  trading  se- 
curities. Following  two  Commission  policy  statements  regarding  the  safety  and 
soundness  of  automated  systems,  the  Division  of  Market  Regulation  commenced  a 
review  of  certain  automated  systems  that  are  used  widely  in  the  securities  industry. 
Thus  far,  this  review  has  focused  on  capacity  planning  and  testing,  system  develop- 
ment methodology,  contingency  planning,  and  security  assessments  of  the  informa- 
tion dissemination  and  trading  systems  operated  by  the  national  exchanges  and  the 
National  Association  of  Securities  Dealers.  Discussions  will  be  held  with  registered 
clearing  agencies  concerning  expanding  the  agency's  automation  oversight  beyond 
exchange-operated  trading  systems  to  the  automated  systems  operated  by  registered 
clearing  agencies.  In  fiscal  1994,  automation  issues  regarding  the  order  processing 
systems  of  major  broker-dealers  and  proprietary  trading  systems  will  be  addressed. 

Last  year  the  Commission  also  undertook  a  rulemaking  initiative  to  shorten  the 
settlement  cycle  for  certain  securities.  This  initiative  would  take  advantage  of  tech- 
nological developments  that  enable  quicker  trade  resolution.  Proposed  Rule  15c6- 
1  would  reduce  from  five  to  three  business  days  the  standard  settlement  timeframe 
of  certain  securities  trades. 

The  importance  of  keeping  pace  with  developments  in  technology  and  trading  sys- 
tems is  matched,  if  not  exceeded,  by  the  need  to  stay  current  with  the  proliferation 
of  new  derivative  securities  products.  As  new  products  are  developed,  the  staff  must 
devote  substantial  time  and  effort  to  evaluating  each  product  to  determine  its  poten- 
tial impact  on  the  markets.  In  many  cases  the  staff  also  must  determine  whether 
interpretive  relief  or  new  regulations  are  required.  Moreover,  certain  derivative 
products,  such  as  foreign  index  warrants,  are  based  on  underlying  securities  issued 
and  traded  overseas.  The  assessment  of  these  products  requires  the  staff  to  develop 
an  understanding  of  not  only  the  product,  but  also  the  foreign  market(s)  where  the 
product  trades,  and  how  the  product  and  its  underlying  instrument  are  regulated 
abroad. 

Members  of  the  Congress  and  financial  regulators  have  grown  increasingly  inter- 
ested in  issues  relating  to  the  appropriate  regulation  of  new  derivative  products 
such  as  swaps  and  over-the-counter  (OTC)  options.  On  May  4,  1993,  the  Commission 
issued  a  concept  release  on  the  appropriate  capital  treatment  for  OTC  derivative 
products.  In  addition,  the  Division  of  Market  Regulation  has  requested  that  several 
securities  self-regulatory  organizations  conduct  a  study  of  derivatives.  There  also 
are  several  other  major  studies  published  or  pending  that  focus  on  the  appropriate 
regulation  of  derivative  products.  These  include  studies  by  the  Commodity  Futures 
Trading  Commission,  the  General  Accounting  Office,  the  Bank  for  International  Set- 
tlements, and  the  Group  of  Thirty. 

C.  Globalization 

The  responsibility  of  the  Commission  to  react  to  changing  market  conditions  no 
longer  stops  at  our  borders.  Global  capital  markets  are  becoming  increasingly  inte- 
grated, highlighting  the  need  for  more  effective  international  economic  cooperation. 
Further,  our  own  national  economic  interests  are  affected  directly  by  our  ability  to 
maintain  and  enhance  the  U.S.  leadership  role  in  developing  efficient  and  fair 
transnational  capital  markets.  By  working  to  ensure  fairness  in  the  evolving  world 
markets,  the  Commission  works  to  fulfill  its  obligation  to  protect  U.S.  investors  and 
markets. 
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The  Commission  works  closely  with  foreign  issuers  to  identify  areas  of  accommo- 
dation, and  to  facilitate  public  offerings  or  listings  by  such  issuers  in  the  United 
States  without  unduly  disadvantaging  U.S.  companies  or  compromising  investor 
protection.  Thirty -eight  countries,  including  all  major  markets  except  Germany,  are 
now  represented  among  the  553  companies  reporting  to  the  Commission.  Earlier 
this  year,  Daimler  Benz  announced  that  it  would  list  its  shares  on  the  New  York 
Stock  Exchange  in  compliance  with  U.S.  disclosure  and  accounting  standards.  It 
would  be  the  first  German  company  to  do  so. 

Over  the  past  three-and-one-half  years,  the  SEC  has  devoted  substantial  re- 
sources to  addressing  regulatory  issues  raised  by  cross-border  financings  and  list- 
ings, and  to  facilitate,  where  consistent  with  the  protection  of  investors,  the  partici- 
pation of  foreign  issuers  in  the  U.S.  securities  market.  These  initiatives  have  in- 
cluded, among  others,  the  implementation  of  the  U.S.-Canadian  multijurisdictional 
disclosure  system,  adoption  of  Rule  144A,  and  participation  through  the  Inter- 
national Organization  of  Securities  Commissions  (IOSCO)  in  the  efforts  of  the  Inter- 
national Accounting  Standards  Committee  and  the  International  Federation  of  Ac- 
countants to  develop  international  accounting  and  auditing  standards  that  could  be 
used  in  cross-border  offerings  and  listings. 

Since  fiscal  1990,  231  foreign  companies  from  31  countries  have  entered  the  U.S. 
public  securities  market  for  the  first  time  and  foreign  registrants  have  registered 
approximately  $91  billion  of  securities  for  sale  to  the  public.  One  hundred  thirty- 
nine  foreign  issuers  have  sold  $11  billion  of  securities  in  Rule  144A  placements;  10 
of  those  issuers  have  subsequently  accessed  the  U.S.  public  market.  We  anticipate 
that  the  participation  of  foreign  issuers  in  the  U.S.  securities  market  will  continue 
to  increase,  and  that  additional  staff  resources  will  be  needed. 

The  Commission  has  been  working  extensively  with  the  Basle  Committee  and 
IOSCO  on  capital  requirements  for  securities  positions  as  well  as  standards  for  the 
prudential  supervision  of  financial  conglomerates.  Since  adoption  of  Commission 
Rule  15a-6  under  the  Securities  Exchange  Act  of  1934  (Exchange  Act)  (governing 
foreign  broker-dealer  registration  in  the  U.S.),  the  U.S.  activities  of  foreign  broker- 
dealers  have  expanded  substantially.  The  Commission  believes  strongly  that  capital 
standards  applicable  to  broker-dealers  operating  in  the  global  market  must  be  suffi- 
cient to  protect  the  liquidity  of  broker-dealers,  safeguard  their  customers,  and  en- 
hance the  stability  of  the  international  capital  markets. 

The  Commission  anticipates  greater  activity  in  negotiating  and  implementing  in- 
formation snaring  agreements  with  foreign  countries  for  enforcement  investigations 
and  to  facilitate  cross-border  securities  transactions  and  the  development  and  mar- 
keting of  new  products  and  services.  The  Commission  also  anticipates  that  it  will, 
more  often,  rely  on  or  refer  to  such  agreements  in  its  rules  or  regulatory  actions. 
For  example,  the  Commission  has  considered  information  sharing  agreements  in  ap- 
proving the  trading  of  options  on  American  depositary  receipts,  relief  from  Rule 
10b-6  under  the  Exchange  Act  and  linkages  between  U.S.  and  foreign  exchanges. 

The  Commission,  through  several  international  organizations  in  which  it  partici- 
pates, recently  has  undertaken  efforts  to  ensure  that  regulators  have  access  to  infor- 
mation sufficient  to  identify  the  true  beneficial  owners  in  international  securities 
transactions.  When  transactions  are  conducted  through  certain  foreign  countries, 
beneficial  ownership  can  be  difficult  to  ascertain  either  because  the  foreign  jurisdic- 
tions do  not  require  ownership  information  or  because  they  have  secrecy  or  blocking 
laws  that  prevent  the  information  from  being  disclosed. 

In  a  related  area,  the  Financial  Action  Task  Force4  is  examining  the  use  of  shell 
companies  in  connection  with  money  laundering  schemes  and  the  ability  of  financial 
institutions  to  determine  and  verify  the  identities  of  persons  opening  accounts.  The 
Technical  Committee  of  IOSCO  will  consider  a  project  on  enforcement  issues  raised 
by  under-regulated  and  uncooperative  financial  centers. 

Another  Commission  priority  is  ensuring  that  provisional  orders  or  final  judg- 
ments obtained  in  Commission  cases  can  be  enforced  when  proceeds  of  fraud  or 
other  assets  subject  to  those  orders  or  judgments  are  located  abroad.  In  the  past 
year,  for  the  first  time,  the  Commission  initiated  and/or  participated  in  actions  filed 
in  four  other  countries  to  enforce  provisional  orders  or  final  judgments  that  resulted 
in  the  securing  of  over  $15  million  of  illegally  obtained  assets.  The  Commission  in- 
tends to  continue  using  this  approach  where  necessary.  The  staff  is  working  to  de- 
velop legislation  that  will  enable  U.S.  courts  to  receive  and  effectuate  a  foreign  secu- 


4The  Financial  Action  Task  Force  (FATF)  was  formed  in  July  1989  by  the  heads  of  state  of 
the  seven  major  industrialized  countries  and  the  Commission  of  the  European  Communities 
with  the  aim  of  fighting  money  laundering.  FATF's  membership  has  grown  to  include  28  coun- 
tries. 


31 

rities  judgment  or  provisional  measure  obtained  by  a  foreign  securities  authority  in 
order  to  encourage  foreign  authorities  to  provide  reciprocal  assistance  in  SEC  cases. 

In  many  countries,  securities  markets  are  being  developed  and  new  securities  au- 
thorities are  being  formed.  By  providing  technical  assistance  to  the  regulators  of 
these  emerging  markets,  the  Commission  has  a  unique  opportunity  to  encourage  the 
development  of  regulatory  systems  that  are  in  harmony  with  the  U.S.  system,  and 
thus  to  further  U.S.  interests  in  international  securities  cooperation  and  capital  for- 
mation. The  Commission's  technical  assistance  is  often  invaluable  to  foreign  regu- 
lators. In  this  regard,  the  SEC,  as  Chairman  of  the  Council  of  Securities  Regulators 
of  the  Americas,  composed  of  the  securities  regulators  of  North,  South  and  Central 
America  and  the  Caribbean,  has  been  very  successful  in  promoting  adherence 
throughout  the  Americas  to  principles  of  market  regulation  that  are  of  the  highest 
standards. 

The  best  example  of  the  Commission's  technical  assistance  program  is  the  Inter- 
national Institute  for  Securities  Market  Development.  Each  spring  since  1991  the 
Institute  provides  two  weeks  of  intensive  training  for  securities  regulators  from 
emerging  markets.  Over  265  individuals  from  over  65  countries,  many  of  them  sen- 
ior securities  regulators,  have  now  attended  the  Institute.  The  technical  assistance 
program  takes  many  other  forms,  including  providing  short-  or  long-term  advisers, 
training,  and  arranging  of  internships  with  U.S.  securities  markets  or  firms.  For 
Eastern  Europe,  much  of  this  work  has  been  paid  for  by  a  three-year  grant  from 
the  Agency  for  International  Development.  For  other  parts  of  the  world,  substantial 
funding  has  come  from  the  multilateral  development  banks,  such  as  the 
InterAmerican  Development  Bank. 

D.  Small  Business  Initiative 

In  1992,  the  Commission  adopted  a  set  of  major  initiatives  to  streamline  regula- 
tions affecting  small  businesses  (defined  as  companies  with  less  than  $25  million 
in  revenues  in  their  last  fiscal  year  and  a  public  float  less  than  $25  million)  in  a 
manner  that  ensures  continued  investor  protection.  These  initiatives  included:  (1) 
increasing  the  Regulation  A  small  offerings  exemption  limit  from  $1.5  million  to  $5 
million  per  year;  (2)  eliminating  restrictions  on  the  use  of  the  Rule  504  exemption 
for  offerings  of  up  to  $1  million  per  year;  and  (3)  adopting  an  integrated  and  sim- 
plified system  of  registration  forms,  reporting  forms,  and  disclosure  requirements 
under  the  Securities  Act  of  1933  (Securities  Act)  and  the  Exchange  Act.  In  connec- 
tion with  these  initiatives,  the  Commission  recently  approved  rule  amendments  that 
further  ease  the  registration  and  reporting  requirements  for  those  small  businesses 
that  raise  no  more  than  $10  million  in  a  single  year  through  registered  securities 
offerings  (excluding  S-8  registered  employee  benefit  plans).  In  addition,  to  facilitate 
the  securitization  of  small  business  and  other  business  loans,  the  Commission  has 
revised  its  rules  under  both  the  Investment  Company  Act  and  the  Securities  Act  to 
reduce  substantially  the  regulatory  costs  for  offerings  of  investment  grade  asset- 
backed  securities,  including  securities  backed  by  small  business  loans,  by  providing 
an  exemption  from  the  Investment  Company  Act  and  making  all  such  offerings  eligi- 
ble for  shelf  registration. 

These  rule  amendments  have  already  had  a  significant  effect  in  their  first  nine 
months.  The  volume  of  Regulation  A  offerings  filed  more  than  quintupled  to  $198 
million,  compared  with  $35.5  million  for  the  same  period  before  the  amendments. 
There  have  been  228  offerings,  totaling  $2.1  billion,  filed  by  small  businesses  on  the 
new  form  SB-2. 

Last  year,  the  Commission  also  forwarded  to  Congress  a  legislative  package  aimed 
at  facilitating  capital  raising  by  small  businesses.  The  Commission's  proposals  are 
designed  to  reduce  costs  and  streamline  the  capital  raising  process  for  small  busi- 
nesses, while  maintaining  investor  protection.  The  Commission's  small  business  leg- 
islation was  reintroduced  in  the  Senate  (S.  479);  hearings  were  held  on  March  4, 
1993.  This  legislation  would  amend  various  provisions  ofthe  Investment  Company 
Act  to  promote  the  growth  and  streamline  the  regulation  of  several  types  of  pooled 
vehicles  that  invest  in  small  businesses.  The  legislation  also  would  provide  the  SEC 
with  significant  additional  rulemaking  authority  to  implement  provisions  of  the  leg- 
islation. 

E.  Shareholder  Rights 

In  October  1992,  the  Commission  adopted  significant  amendments  to  the  proxy 
and  disclosure  rules  to  facilitate  shareholder  communications  and  participation  in 
the  corporate  governance  process  and  to  improve  shareholder  understanding  of  cor- 
porate compensation  paid  to  officers  and  directors.  Under  the  proxy  reforms,  non- 
soliciting  shareholders  may  freely  discuss  management  proposals  and  performance 
without  becoming  subject  to  the  proxy  rules,  other  than  the  antifraud  provisions. 
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Many  of  the  regulatory  burdens,  such  as  pre-filing  of  materials  in  connection  with 
a  regulated  proxy  solicitation  (other  than  the  proxy  statement),  also  were  eliminated 
or  significantly  reduced.  The  Commission  also  adopted  amendments  to  the  executive 
officer  compensation  disclosure  requirements  applicable  to  proxy  and  information 
statements,  registration  statements,  and  periodic  reports  under  the  Exchange  Act, 
and  to  registration  statements  under  the  Securities  Act.  The  new  rules  are  intended 
to  make  compensation  disclosure  clearer,  more  concise,  and  more  useful  to  share- 
holders. For  the  first  time,  the  members  of  the  board  of  directors'  compensation  com- 
mittee are  required  to  explain  to  the  company's  shareholders  the  basis  for  the  com- 
pensation paid  to  the  chief  executive  officer  and  other  senior  executives,  and  the  re- 
lationship between  that  compensation  and  corporate  performance. 

In  part  because  of  these  reforms,  and  due  to  the  ever-increasing  dominance  of 
large  institutional  shareholders  in  these  markets,  the  dual  issues  of  shareholder 
communication  and  corporate  governance  will  continue  to  command  the  attention 
and  resources  of  the  Commission.  The  Commission  staff  will  monitor  these  areas 
carefully,  with  particular  focus  on  the  mechanics  of  the  proxy  system,  including  ex- 
ecutive compensation  disclosure,  as  well  as  the  role  of  institutional  investors  and 
independent  directors. 

F.  Accounting  Issues 

In  the  last  few  years,  the  Commission  has  encouraged  an  accounting  approach 
that  uses  appropriate  market-based  measures  of  valuation  for  marketable  securities 
held  by  depositary  institutions.  In  1991,  the  Financial  Accounting  Standards  Board 
(FASB)  adopted  a  rule  requiring  companies  to  disclose  in  notes  to  financial  state- 
ments the  fair  value  of  all  financial  instruments.  After  receiving  public  comment  on 
an  exposure  draft  that  proposed  a  more  market-based  method  01  accounting  for  in- 
vestments in  debt  and  equity  securities,  FASB  issued  that  standard  substantially 
as  proposed.  FASB  also  is  expected  to  address  accounting  for  hedging  transactions 
that  are  entered  into  to  reduce  exposure  to  price,  interest  rate,  or  currency  risk  and 
whether  liabilities  of  enterprises  that  mark-»to-market  their  securities  holdings 
should  be  marked  to  market.  The  agency  will  oversee  the  implementation  by  public 
companies  of  the  recently  adopted  rules  and  the  development  by  FASB  of  new 
standards  in  this  particularly  complex  area. 

FASB  also  recently  approved  the  publication  of  an  exposure  draft  concerning  ac- 
counting for  employee  stock  option  grants.  That  standard,  which  would  require  rec- 
ognition of  compensation  cost/expense  equal  to  the  fair  value  of  the  option  when 
granted,  amortized  over  the  vesting  period  of  the  option,  has  prompted  substantial 
debate.  Commission  staff  will  continue  to  monitor  this  complex  issue. 

The  audit  of  a  registrant's  financial  statements  by  an  independent  accountant  is 
one  of  the  cornerstones  of  the  financial  reporting  process.  In  order  to  assure  that 
auditors  do  not  maintain  relationships  with  their  audit  clients  that  would  impair 
the  auditors'  independence  in  fact  or  in  appearance,  both  the  American  Institute  of 
Certified  Public  Accountants  and  the  Commission  have  issued  extensive  guidance 
regarding  the  types  of  relationships  that  must  be  avoided.  In  view  of  some  highly 
publicized  instances  in  which  an  auditors'  independence  has  been  questioned,  the 
Commission  has  been  requested  by  a  Congressional  Committee  to  assess  the  effec- 
tiveness of  the  current  independence  requirements  and  the  need  for  change. 

G.  Public  Utility  Holding  Company  Act  of  1935  (PUHCA) 

In  the  fall  of  1992,  the  102nd  Congress  approved  the  Energy  Policy  Act  of  1992, 
which  amended  PUHCA  to  remove  certain  obstacles  to  competition  in  the  generation 
of  electric  power  and  to  facilitate  foreign  utility  investments.  Among  other  things, 
the  legislation  loosens  certain  regulatory  strictures  for  registered  and  exempt  hold- 
ing companies.  The  Commission  has  proposed  a  comprehensive  rule  package  imple- 
menting the  new  legislation.  The  rulemaking  initiatives  are  designed  to  fulfill  the 
Commission's  obligation  to  evaluate  the  effects  of  the  newly  permitted  activities  on 
the  financial  integrity  of  registered  holding  companies  and  to  protect  their  investors 
and  utility  consumers. 

The  1992  legislation  and  rules  do  not  eliminate  the  need  for  applications  by  reg- 
istered holding  companies  with  respect  to  many  transactions  related  to  the  new  ac- 
tivities. Accordingly,  the  Commission  anticipates  that  substantial  agency  resources 
will  be  needed  to  audit  these  activities  and  ensure  effective  SEC  oversight.  In  addi- 
tion, the  Commission  anticipates  that  the  economics  of  the  electric  utility  industry 
will  lead  to  increased  merger  and  acquisition  activity  over  the  next  several  years, 
thereby  increasing  the  need  for  resources  to  oversee  these  complex  transactions. 

Registered  holding  companies  also  may  file  applications  seeking  to  create  new 
subsidiary  companies  (special  purpose  companies)  to  engage  in  various  businesses 
incidental  to  the  utility  business.  The  agency  is  responsible  for  overseeing  the  ac- 
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counting  systems,  the  allocation  of  costs  for  services  rendered  to  associate  and  non- 
associate  companies,  and  the  financial  viability  of  these  special  purpose  companies. 
As  part  of  its  oversight,  the  staff  conducts  audits  of  these  companies.  Given  the  like- 
ly increase  in  the  number  of  special  purpose  companies  and  the  lack  of  regulatory 
oversight  by  other  federal  or  state  commissions,  the  responsibility  to  audit  these 
companies  could  increase  substantially. 

H.  Self-Funding 

In  order  for  the  Commission  to  carry  out  all  of  the  initiatives  highlighted  in  its 
authorization  request,  it  will  need  more  resources.  Given  the  present  budgetary  cli- 
mate, it  will  be  very  difficult  to  obtain  additional  appropriations  and  it  is  quite  pos- 
sible that  the  Commission's  resources  could  be  reduced.  Either  situation — a  no 
growth  budget  or  a  cut  in  funding — will  cause  the  Commission  to  be  understaffed 
and  would  limit  the  Commission's  ability  to  fulfill  its  regulatory  and  enforcement 
responsibilities.  The  resulting  potential  for  damage  to  the  U.S.  economy  requires 
that  the  Commission  be  self-funded  to  ensure  that  it  has  the  necessary  resources. 

I  would  like  to  emphasize  that  self-funding  would  not  remove  the  Commission 
from  Congressional  oversight,  nor  would  it  involve  using  any  fines  or  disgorgement 
resulting  from  the  Commission's  enforcement  actions.  Under  a  self-funding  arrange- 
ment, the  SEC  would  be  authorized  to  use  filing  and  transaction  fee  collections  to 
fund  all  agency  operations  instead  of  using  annual  appropriated  funds.  The  SEC 
currently  produces  substantial  net  revenue  through  the  collection  of  registration, 
transactional,  and  filing  fees  which  are  deposited  in  the  U.S.  Treasury.  For  example, 
the  SEC  in  1992  collected  $406  million  in  fees  compared  to  total  funding  of  $226 
million.  In  1993,  the  SEC  estimates  that  it  will  collect  $440  million  in  fees  compared 
to  its  funding  of  $253  million. 

On  July  20,  1993,  the  House  approved  the  Commission's  authorization  legislation 
(H.R.  2239)  that  includes  a  self-funding  mechanism  (referred  to  as  "full-cost  recov- 
ery") for  the  Commission.  Under  this  legislation,  the  Commission  would  receive  a 
fixed  appropriation  amount  that  would  be  offset  from  fees  collected  under  Section 
6(b)  of  the  Securities  Act,  Sections  13(e),  14(g),  and  31  of  the  Exchange  Act,  and 
Section  203A  of  the  Investment  Advisers  Act  of  1940,  if  enacted.  In  addition,  the 
Commission  would  be  required  to  continue  to  generate  a  surplus  totaling  $888  mil- 
lion for  the  U.S.  Treasury  for  deficit  reduction  over  a  five  year  period.  After  fiscal 
year  1998,  the  Commission's  fee  collections  will  be  closely  matched  to  its  annual  ap- 
propriation and  fee  estimates.  One  of  the  benefits  of  this  legislation  is  its  long-term 
goal  to  better  link  the  fees  paid  by  registrants  and  regulated  entities  to  the  services 
provided  by  the  Commission. 

Traditionally,  the  Commission  has  supported  the  concept  of  self-funding  and  be- 
lieves that  the  following  elements  are  important  in  a  self-funding  proposal:  (1)  the 
availability  of  start-up  funding  since  fee  collections  during  the  first  half  of  the  fiscal 
year  will  not  cover  Commission  expenses,  (2)  the  ability  to  retain  fee  collections 
until  expended,  and  (3)  a  permanent  fund  or  account  in  the  U.S.  Treasury  to  provide 
a  "cushion"  in  case  the  actual  fee  collections  fall  short  of  projections.  To  address 
these  issues,  the  SEC  has  supported  a  self-funding  proposal  under  which  it  would 
receive  a  one-time  permanent  appropriation  to  fund  a  special  account  from  which 
it  may  draw  funds  when  fee  collections  fall  short  of  projections  and  then  replenish 
those  "drawn"  funds  when  fee  collections  exceed  projections.  While  H.R.  2239  does 
not  contain  all  of  the  Commission's  desired  elements,  it  is  a  positive  step  in  ensur- 
ing that  the  resources  needed  by  the  Commission  to  oversee  fairly  and  efficiently 
the  U.S.  marketplace  will  be  available.  The  Commission  supports  this  bill,  including 
the  self-funding  mechanism.. 

I.  Conclusion 

In  summary,  I  believe  that  the  SEC  is  a  critical  arm  of  our  federal  government 
and  it  plays  a  vital  role  in  protecting  U.S.  securities  markets  from  fraud,  manipula- 
tion, and  other  practices  that  threaten  to  diminish  the  desirability  of  investor  par- 
ticipation. The  agency  must  receive  the  resources  necessary  to  maintain  current  op- 
erations and  to  implement  new  initiatives  and  legislative  mandates  that  have  arisen 
as  a  result  of  the  explosive  growth  of  the  markets  we  are  charged  with  overseeing. 
Therefore,  we  urge  adoption  of  this  authorization  request,  which  will  provide  the 
framework  for  accomplishing  the  Commission's  critical  responsibilities.  Finally,  we 
respectfully  request  that  the  Commission's  Authorization  for  Appropriation  for  Fis- 
cal Years  1994  and  1995,  which  was  submitted  previously,  be  included  in  the  record 
with  this  statement. 
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STATEMENT  OF  BENJAMIN  M.  VANDEGRIFT 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

My  name  is  Benjamin  M.  Vandegrift.  I  am  an  attorney  in  private  practice  with 
the  Washington,  D.C.  office  of  the  law  firm  of  Pillsbury  Madison  &  Sutro.  I  have 
specialized  in  the  securities  laws  for  more  than  20  years.  First,  as  a  law  professor 
at  Washington  &  Lee  University  School  of  Law,  then  as  a  member  of  the  staff  of 
the  Securities  and  Exchange  Commission  and,  for  the  last  12  years,  in  private  prac- 
tice. I  also  serve  as  Chair  of  the  Committee  on  Legislation  of  the  Section  on  Busi- 
ness Law  of  the  American  Bar  Association  and  as  the  Chair  of  the  Subcommittee 
on  SEC  Administration,  Budget  and  Legislation  of  the  Federal  Regulation  of  Securi- 
ties Committee  of  the  American  Bar  Association.  The  latter  subcommittee  examines 
the  Securities  and  Exchange  Commission  as  an  institution  rather  than  simply  com- 
menting on  various  substantive  rule  proposals.  It  is  because  I  chair  that  subcommit- 
tee that  I  believe  I  was  invited  here  today. 

I  appear  here  today,  however,  only  in  my  individual  capacity.  The  views  expressed 
are  my  own  and  should  not  be  attributed  to  any  organization  with  which  I  am  affili- 
ated. With  respect,  however,  to  my  comments  about  the  proposed  self-funding,  full 
cost  recovery  mechanism  that  the  Subcommittee  has  before  it,  I  have  consulted  with 
John  F.  Olson,  Chairman  of  the  Federal  Regulation  of  Securities  Committee  and  I 
can  say  that  he  and  I  believe  that  were  we  to  take  a  poll  of  the  individual  Commit- 
tee Members  we  would  find  by  far  the  greater  number  of  them  in  agreement  with 
the  full  cost  recovery  proposal. 

Need  For  Additional  SEC  Resources 

I  would  like  to  thank  you  very  much,  Mr.  Chairman,  for  inviting  me  to  appear 
before  this  subcommittee. 

We  have  witnessed  extraordinary  growth  in  the  securities  markets  of  the  United 
States  and,  indeed,  in  the  world,  over  the  last  five  years.  There  is  no  reason,  given 
the  ingenuity  of  the  participants  in  these  markets,  to  believe  that  this  rate  of 
growth  will  slow. 

Let  me  cite  just  a  few  items  to  prove  my  point.  You  may  already  be  familiar  with 
some  or  all  of  these,  but  as  I  was  preparing  for  this  testimony  I  was  struck  by  some 
of  the  numbers. 

•  The  annual  dollar  value  of  registered  public  offerings  of  securities  by  all  issuers 
has  nearly  tripled  in  the  three  years  between  1989  and  1992. 

•  Initial  public  offerings  of  common  stock  have  quadrupled  in  the  last  three  years 
to  a  level  that  is  33  percent  higher  than  the  prior  record  amount.  And  despite  low 
interest  rates,  equity  still  remains  the  cheapest  way  to  finance  growth  and  to  pro- 
vide liquidity  to  a  Company's  founders.  My  own  view  is  that  there  are  lots  more 
IPO's  in  the  pipeline. 

•  Most  dramatic  is  that  investment  company  assets  grew  by  more  than  50  percent 
in  the  last  three  years.  The  number  oi  registered  investment  advisers  has  grown 
by  over  250  percent  and  assets  under  management  by  nearly  2,000  percent  since 
1981.  The  pressure  on  commercial  banks  to  build  defenses  against  deposit  outflow 
and  to  generate  fee  income  will  cause  this  trend  to  escalate. 

In  preparing  for  my  testimony  I  reviewed  testimony  given  by  Richard  M.  Phillips, 
then  the  Chair  of  the  ABA's  Federal  Regulation  of  Securities  Committee,  before  the 
House  Telecommunications  and  Consumer  Finance  Subcommittee  of  the  House  En- 
ergy and  Commerce  Committee  in  1986.  He  offered  similar  predictions  about  similar 
areas  of  the  securities  laws.  I  remember  at  the  time  he  was  criticized  as  being  too 
generous  in  his  estimates.  I  would  point  outs  that  these  predictions  by  Mr.  Phillips 
were  wrong.  He  was  not  "generous"  enough. 

For  these  reasons,  I  do  not  believe  that  the  current  amounts  of  funding  now  to 
be  made  available  to  the  Commission  under  the  President's  budget  will  be  adequate 
for  the  SEC  to  carry  out  its  mission  in  the  next  few  years.  As  then-Chairman  Rich- 
ard C.  Breeden  pointed  out  in  his  testimony  to  the  House  Subcommittee  on  Appro- 
priations which  has  jurisdiction  over  the  Commission's  appropriations: 

"the  President's  request  for  the  Commission  represents  a  nominal  increase  of 
2.0  million,  or  less  than  1  percent  over  the  1993  budget  authority  of  $253.2  mil- 
lion. At  the  same  time  the  budget  includes  a  two  percent  cut  in  staffing  from 
2,677  FTE  to  2,635  FTE.  Since  [the  Commission]  anticipates  that  with  inflation 
and  other  nondiscretionary  costs  increases  it  would  cost  [the  Commission] 
$260.3  million  in  FY  1994  to  maintain  a  "flat"  or  "zero  growth"  budget,  OMB's 
proposal  actually  represents  a  cut  of  approximately  $7.1  million,  or  roughly  2.8 
percent  from  the  total  cost  of  maintaining  operations  at  their  1993  levels."  (Em- 
phasis added.) 
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If  we  continue  to  have  the  kind  of  growth  in  the  securities  markets  that  we  antici- 
pate over  the  next  decade  and  into  the  new  century,  then,  given  this  rate  of  decrease 
in  its  funding,  the  Commission  will  simply  not  be  able  to  keep  up  with  the  increas- 
ing volatility  and  greater  and  greater  opportunities  for  fraud  and  manipulation  that 
are  an  inevitable  part  of  such  rapid  growth.  We  have  seen  this  kind  of  rapid  growth 
in  other  financial  industries  and  we  should  now  realize  that  to  let  it  grow  unfettered 
is  to  invite  disaster. 

This  is  not  to  say  that  I  want  the  SEC  to  become  a  huge  bureaucracy.  The  Com- 
mission has  always  operated  on  an  extremely  spare  and  efficient  basis.  It  is  the  ci- 
vilian analog  to  the  U.S.  Marine  Corps.  It  is  better  to  leave  it  lean  and  mean.  But 
to  cut  back  at  this  point  in  time  in  particular  on  its  "preventive  regulation"  is,  in 
my  view,  a  great  mistake. 

I  would  like  to  be  a  bit  more  specific.  As  I  said,  the  number  of  transactional  filings 
has  risen  sharply  and,  in  my  view,  there  are  many  more  such  filings  coming  into 
the  pipeline.  There  has  also  been  an  increase  in  the  variety  and  complexity  of  fil- 
ings. Limited  partnership  roll-ups  are  a  good  example.  The  staff  has  also,  in  1993, 
had  to  review  proxy  statements  filed  under  new  and  complex  disclosure  rules.  The 
growth  of  these  public  transactions  is  obviously  putting  demands  on  the  staff.  In  our 
firm,  we  have  noticed  a  stretch-out  of  the  time  for  receiving  comments  on  registra- 
tion statements.  Many  times  the  period  from  filing  to  effective  date  is  unnecessarily 
long  and  can  only  be  attributed  to  lack  of  staff.  (I  do  not  mean  this  as  a  criticism 
of  the  staffs  work.  It  is  not  at  all  unusual  to  find  an  SEC  staffer  staying  well  into 
the  evening  to  complete  a  filing.) 

Of  course,  not  every  issuer  needs  to  have  its  prospectus  examined.  This  is,  in 
large  part,  due  to  changes  in  the  disclosure  system  in  the  1980's  which  shifted  the 
emphasis,  for  "seasoned"  issuers,  from  the  Securities  Act's  prospectus  disclosure  to 
the  continuous  reporting  system  mandated  by  the  Securities  Exchange  Act.  This 
shift  in  emphasis  brought  with  it,  however,  an  increased  need  for  the  SEC  staff  to 
examine,  on  a  regular  basis,  more  of  the  documents  filed  in  the  overall  disclosure 
system.  It  is  in  this  area  that  we  in  the  private  practice  of  securities  law  have  no- 
ticed a  resource  problem. 

The  time  between  the  filing  of  periodic  filing  documents,  such  as  annual  reports 
on  Form  10K,  and  the  receipt  of  the  result  of  SEC  staff  review  seems  also  to  be 
stretching  out.  Often  a  comment  on  a  fiscal  year  filing  will  not  actually  reach  the 
issuer  until  late  in  the  next  fiscal  year.  (To  its  credit,  the  SEC  staff  has  eased  this 
problem  by  making  most  comments  prospective.)  Moreover,  the  Commission's  1994 
Budget  Estimate  indicates  that  the  rate  of  review  of  such  documents  is  declining 
i.e.,  there  will  be  11  percent  fewer  reviews  even  if  the  budget  request  is  granted. 

As  a  result  of  the  Commission's  regulatory  small  business  initiatives  in  1992,  the 
number  of  Regulation  A  filings,  for  years  the  least  used  regulatory  exemption  from 
full  offering  registration,  has  more  than  tripled.  (Regulation  A  filings  are  examined 
in  the  SE(?s  Regional  Offices.)  I  might  also  point  out  that  there  is  legislation  pend- 
ing which  would  permit  the  securitization  of  small  business  loans.  If  passed,  this 
legislation  would  also  increase  the  number  of  filings  with  which  the  SEC  would 
have  to  deal. 

As  I  said  earlier,  the  most  dramatic  growth  in  the  securities  industry  has  occurred 
in  the  investment  company  and  investment  advisory  area.  I  will  not  repeat  informa- 
tion with  which  you  are  already  familiar  with  except  to  say  that  there  is  predicted 
to  be  in  the  neighborhood  of  three  trillion  dollars  under  management  in  mutual 
funds  by  the  end  of  the  decade  and  perhaps  even  sooner.  The  growth  of  40  IK  plans 
and  other  mechanisms  to  shift  the  risk  of  pension  and  other  obligations  from  the 
employer  to  the  individual  worker  continues  to  grow  and  shows  no  sign  of  stopping. 
The  Commission  itself  has  admitted  that  the  number  of  advisers  has  grown  so  rap- 
idly that,  for  all  practical  purposes,  an  investment  adviser  can  be  examined  only 
once  every  thirty  years.  That  means  not  at  all.  In  her  recent  testimony  before  the 
Subcommittee  on  Telecommunications  and  Finance  of  the  House  Committee  on  En- 
ergy and  Commerce,  Acting  Chair  Mary  L.  Schapiro  noted  that,  while  the  Commis- 
sion is  attempting  to  apply  its  limited  resources  to  the  largest  fund  complexes,  it 
has  had  to  dramatically  limit  the  frequency  and  scope  of  investment  company  in- 
spections. Only  limited  annual  inspections  of  money  market  funds,  funds  in  the  100 
largest  fund  complexes,  and  some  smaller  fund  complexes  are  possible.  Obviously 
there  is  a  great  need  to  increase  the  Commission's  regulatory  expertise  and  staff  in 
this  area. 

The  internationalization  of  the  securities  markets  proceeds  apace.  This  is  cer- 
tainly an  area  which  has  great  implications  not  only  on  a  regulatory  level  but  on 
a  policy  level  for  the  entire  country.  The  Commission  clearly  needs  the  resources 
to  be  able  to  monitor  and  regulate,  among  other  activities,  cross-border  offerings  and 
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exchange  listing  of  foreign  companies  without  disadvantaging  U.S.  companies  and 
at  the  same  time  without  reducing  investor  protection. 

Finally,  I  think  it  is  important  to  note  the  rapid  restructuring  of  financial  institu- 
tions. As  more  banks  and  broker-dealers  become  less  and  less  distinguishable  the 
Commission's  need  for  long  term  regulatory  expertise  in  the  area  will  be  extremely 
important. 

Full-Cost  Recovery 

As  I  am  sure  the  Subcommittee  is  well  aware,  the  House  Committee  on  Energy 
and  Commerce,  on  July  20,  reported  H.R.  2239.  That  bill  authorizes  appropriations 
for  the  Commission  in  the  amount  of  $281.9  million  in  fiscal  1994  and  $317.7  mil- 
lion in  fiscal  1995.  In  addition,  H.R.  2239  contains  a  "self-funding"  mechanism  for 
the  Commission  referred  to  as  "full  cost  recovery."  This  "full  cost  recovery"  system 
would  authorize  the  Commission  to  collect  fees  in  a  amount  equal  to  (1)  the 
Commissions's  appropriation  amount  and  (2)  the  applicable  surplus  amount.  The 
fees  would  be  used  to  offset  the  Commissions's  appropriation  and  then  to  provide 
general  revenues  totaling  $888  million  to  the  Treasury  for  deficit  reduction  purposes 
for  fiscal  years  1994  through  1998. 

I  support  this  "full-cost  recovery"  concept.  I  have  long  felt,  and  I  believe  that  the 
majority  of  my  fellow  securities  lawyers  in  the  private  sector  feel,  that  the  Commis- 
sion should  fund  itself  through  its  fees  and  not  be  linked  to  the  appropriations  proc- 
ess. 

While  I  do  not  believe  that  H.R.  2239  is  perfect,  it  is  certainly  better  than  the 
system  now  in  place.  As  I  understand  the  current  system  (and  I  am  not  entirely 
sure  I  do),  the  SEC's  annual  appropriation  equals  only  the  difference  between  its 
fixed  appropriation  plus  an  offset  for  its  fee  collection.  Since  1991  the  "hard"  appro- 
priation has  been  in  decline.  While  it  has  not  yet  happened,  there  will  come  that 
inevitable  down  year  where  the  Commissions  fees  will  not  meet  its  estimate.  At 
present,  there  is  no  provision  for  any  additional  appropriations  which  would  be  nec- 
essary in  such  a  situation. 

Ultimately,  I  would  like  the  Commission  to  be  able  to  use  all  fees  collected  against 
its  authorization  and  to  be  released  from  the  appropriation  process  altogether.  To 
the  extent  there  are  excess  fees  collected  they  would  be  reserved  for  a  year  in  which 
the  Commission  did  not  collect  enough  fees  to  meet  its  program  commitments.  This 
concept  has  worked  well  for  the  banking  industry  at  both  the  Board  of  Governors 
of  the  Federal  Reserve  and  at  the  FDIC. 

I  would  also  like  to  see  the  Commission  receive  additional  flexibility  in  its  com- 
pensation structure.  It  is  important  that  the  Commission  be  able  to  hold  and  reward 
people  particularly  from  their  first  to,  say,  seventh  year  in  the  government.  Most 
senior  staff  at  the  SEC  to  whom  I  have  spoken  say  that  they  begin  to  get  some 
value  from  a  person  only  after  about  two  years.  Many  younger  attorneys  now  stay 
at  the  Commission  only  for  three  years.  It  is  critical  that  the  Commission  be  able 
to  develop  and  retain  the  institutional  memory  that  it  needs  to  properly  regulate 
the  industry.  The  Commission  has  always  been  an  exciting  place  to  work.  Many  of 
us  who  worked  there  for  a  short  time  would  love  to  have  stayed  but  found  the  finan- 
cial sacrifice  too  great.  Full  self-funding  together  with  flexibility  in  staff  compensa- 
tion would  go  far  toward  solving  this  "turnover  problem". 

To  summarize,  my  support  for  SEC  self-funding  would  include  the  following: 

A.  Increase  the  SEC's  sources  of  funds  by: 

1.  permitting  the  SEC  to  use  the  revenues  it  generates  to  fund  its  operations; 

2.  providing  additional  flexibility  by  giving  the  SEC  the  power  to  institute  addi- 
tional assessments  on  regulated  entities,  such  as  broker-dealers,  investment  advis- 
ers and  investment  companies,  within  statutorily  prescribed  limits; 

3.  eliminating  the  appropriation  process  and  relying  solely  on  the  authorization 
process  to  set  spending  limits; 

4.  providing  for  backup  appropriation  by  Congress  if  self-generated  fees  fall  below 
a  certain  minimum  amount; 

B.  Provide  the  SEC  with  greater  freedom  in  the  use  of  its  funds,  subject  of  course 
to  appropriate  Congressional  oversight,  by: 

1.  giving  it  greater  flexibility  to  determine  the  number  and  types  of  employees  it 
needs; 

2.  permitting  it  to  set  salaries  independent  of  the  civil  service  schedules,  guided 
by  an  appropriate  industry  standard  or  by  its  own  periodic  empirical  studies. 

I  would  be  pleased  to  answer  any  questions. 


37 

STATEMENT  OF  ROBERT  C.  POZEN 

General  Counsel  and  Managing  Director,  FMR  Corporation 

On  behalf  of  the  Investment  Company  Institute 

I.  Introduction 

My  name  is  Robert  C.  Pozen.  I  am  General  Counsel  and  Managing  Director  of 
FMR  Corporation,  the  parent  company  of  Fidelity  Investments.  I  am  pleased  to  tes- 
tify today  on  behalf  of  the  Investment  Company  Institute,  the  national  association 
of  the  American  investment  company  industry. 

The  membership  of  the  Investment  Company  Institute  includes  4,116  mutual 
funds,  336  closed-end  investment  companies,  and  13  sponsors  of  unit  investment 
trusts.  Its  mutual  fund  members  have  assets  of  over  $1.7  trillion,  accounting  for  ap- 
proximately 95  percent  of  total  industry  assets,  and  have  over  38  million  individual 
shareholders.  The  institute's  membership  also  includes  509  investment  advisers  that 
exclusively  advise  non-investment  company  clients. 

II.  The  Need  To  Ensure  Adequate  Resources  For  The  Commission 

A.  Mutual  Funds 

The  institute  welcomes  this  opportunity  to  testify  in  favor  of  increased  resources 
for  the  Securities  and  Exchange  Commission.  Mutual  funds  (which  make  up  the 
great  majority  of  investment  company  assets)  have  increasingly  become  the  critical 
link  for  tens  of  millions  of  American  investors  to  the  securities  markets.  Today,  one 
in  every  four  households  owns  mutual  fund  shares.  Accordingly,  there  is  a  strong 
public  interest  in  maintaining  strict  regulatory  oversight  over  mutual  funds  to  en- 
sure that  they  are  operated  in  the  interest  of  fund  shareholders. 

The  Commission's  diligent  and  effective  regulation  of  the  mutual  fund  industry 
has  contributed  to  a  high  level  of  investor  confidence  in  the  integrity  of  the  industry. 
The  institute  has  for  years  supported  increased  funding  for  the  Commission  (and 
the  Division  of  investment  Management  in  particular)  so  that  the  highly  effective 
regulation  that  the  mutual  fund  industry  has  experienced  to  date  will  be  assured 
in  the  future.1 

An  examination  of  the  growth  rate  of  the  mutual  fund  industry,  as  compared  to 
the  growth  of  the  Commission's  resources  devoted  to  regulation  of  the  industry,  il- 
lustrates the  need  for  increased  funding  to  assure  the  Commission's  continued  abil- 
ity to  provide  effective  oversight  of  the  industry  in  the  years  ahead.  For  example, 
from  1982  to  1992,  the  number  of  registered  investment  companies  increased  by  133 
percent  and  the  assets  under  management  of  such  companies  increased  by  344  per- 
cent. In  contrast,  the  staff  of  the  Division  of  Investment  Management  grew  by  only 
74  percent  over  that  period. 

The  resources  available  to  the  Commission  have  been  adequate  to  date;  if  the  in- 
dustry continues  to  grow,  the  Commission's  resources  must  keep  pace.  We  note  that 
if  the  Commission's  resources  are  not  adequately  increased  in  the  coming  years,  sev- 
eral important  functions  of  the  Commission,  such  as  the  review  of  mutual  fund 
prospectuses,  the  adoption  of  new  rules,  and  the  ability  to  bring  enforcement  ac- 
tions, could  come  under  considerable  pressure. 

Another  important  function  that  could  come  under  increased  pressure  is  the 
granting  of  exemptive  relief  from  provisions  in  the  Investment  Company  Act.  While 
the  Investment  Company  Act  contains  very  detailed  provisions  and  prohibitions  gov- 
erning the  structure  and  day-to-day  operations  of  mutual  funds,  it  also  grants  the 
Commission  broad  authority  to  grant  individual  exemptions.  The  exemptive  process 
has  permitted  the  development  of  innovative  products  and  services  designed  to  meet 
changing  investor  needs.  Much  of  the  benefit  of  the  exemptive  process  hinges  upon 
the  industry's  ability  to  respond  quickly  to  changing  market  conditions  and  the 
Commission's  corresponding  ability  to  process  requests  for  exemption  in  an  expedi- 
tious manner.  Yet  the  time  required  for  processing  applications  will  only  increase 
if  there  are  staffing  shortfalls. 

Inspections  are  another  important  area  that  requires  adequate  funding.  The  Com- 
mission's staff  inspects  mutual  funds  to  determine  the  accuracy  of  disclosure  in  reg- 
istration statement's  and  the  adequacy  of  compliance  with  regulatory  requirements. 
To  ensure  that  problems  in  the  industry  do  not  go  undetected,  the  Commission  staff 
assigned  to  inspect  mutual  funds  must  keep-pace  with  the  growth  of  the  industry. 


1See  e.g.,  Letter  from  Matthew  P.  Fink,  President,  Investment  Company  Institute,  to  Senator 
Chris  Dodd,  Chairman,  Subcommittee  on  Securities  (July  27,  1993). 
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As  the  Commission  recently  testified,  "the  extremely  rapid  growth  of  mutual  funds 
makes  an  increase  in  the  number  of  examiners  absolutely  imperative."  2 

Additional  resources  also  would  enable  the  Commission  to  improve  the  efficiency 
and  efficacy  of  mutual  fund  inspections.  In  this  regard,  we  would  recommend  more 
frequent  examinations  of  fund  complexes  of  various  sizes  instead  of  focusing  pri- 
marily on  the  100  largest  complexes  (which  currently  are  inspected  on  an  annual 
basis),  since  factors  other  than  size  are  more  determinative  of  the  risks  involved. 

Ironically,  the  gap  between  the  size  of  the  mutual  fund  industry  and  Commission 
resources  available  to  regulate  the  industry  threatens  to  grow  despite  the  fact  that 
mutual  funds  pay  substantial  registration  fees  to  the  Commission.  For  example,  in 
1992  investment  companies  paid  filing  fees  to  the  Commission  totaling  approxi- 
mately $80.9  million.  In  contrast,  the  amount  that  the  Commission  expended  to  reg- 
ulate investment  companies  was  only  approximately  $18.4  million,  less  than  23  per- 
cent of  the  amount  paid.  Mutual  fund  shareholders  thus  pay  far  more  in  fees  than 
they  get  back  in  terms  of  federal  regulatory  oversight.  Moreover,  the  Administration 
has  proposed  an  increase  in  the  rate  of  registration  fees  paid  by  issuers  of  securities, 
including  investment  companies,  from  V32  of  one  percent  of  the  amount  offered  to 
V24  of  one  percent. 

The  Institute  firmly  believes  that  the  revenues  that  the  Commission  collects  from 
the  entities  it  regulates  must  be  used  to  assure  that  a  fully  adequate  level  of  regula- 
tion is  provided  by  the  Commission  for  the  protection  of  investors.  Therefore,  we 
strongly  support  legislation  that  would  allow  the  Commission  to  use  revenues  gen- 
erated from  registration  fees  to  regulate  the  entities  paying  those  fees.  This  would 
seem  to  be  the  fairest  and  most  logical  way  to  ensure  that  the  Commission  is  able 
to  maintain  an  appropriate  level  of  regulatory  oversight  over  the  mutual  fund  indus- 
try as  it  continues  to  grow. 

B.  Investment  Advisers 

As  the  Subcommittee  is  aware,  the  resources  available  to  the  Commission's  in- 
vestment adviser  program  are  also  woefully  inadequate.  Between  1981  and  1992, 
the  number  of  advisers  registered  with  the  Commission  increased  from  5,100  to  ap- 
proximately 18,000,  an  increase  of  over  253  percent.3  During  the  same  period,  assets 
managed  by  advisers  soared  more  than  1,700  percent  from  $450  billion  to  $8.1  tril- 
lion. Yet  during  that  period  the  number  of  Commission  adviser  examiners  increased 
by  only  33  percent,  from  36  to  48  examiners,4  so  that  the  current  average  inspection 
cycle  is  approximately  30  years.5  As  the  Commission  recently  testified,  its  invest- 
ment advisers  inspection  program  is  "nearly  hopelessly  understaffed  with  examin- 
ers."6 

The  Institute  has  long  supported  legislation  to  provide  additional  resources  to  the 
Commission's  investment  adviser  program.7  In  particular,  the  Institute  strongly 
supports  S.  423,  the  "Investment  Adviser  Oversight  Act  of  1993,"  sponsored  by  the 
Chairman  and  members  of  this  Subcommittee.  By  imposing  an  annual  fee  on  advis- 
ers based  on  assets  under  management,  the  bill  would  give  the  Commission  the  re- 
sources that  it  has  long  needed  to  supervise  investment  advisers  adequately.  The 
legislation  is  as  important  to  investors  today  as  ever,  and  the  Institute  urges  the 
Committee  to  report  it  at  the  earliest  possible  moment. 

C.  Other  Regulatory  Programs 

As  major  investors  themselves  in  the  U.S.  securities  markets,  mutual  funds  and 
investment  advisers  have  a  strong  interest  in  the  Commission's  continued  fulfill- 
ment of  its  many  other  regulatory  responsibilities.  These  include  ensuring  the  integ- 
rity of  the  securities  markets  generally,  monitoring  the  quality  of  disclosures  made 
by  corporate  issuers,  and  overseeing  self-regulatory  organizations.  Moreover, 
changes  in  the  markets  due  to  technological  developments  and  growing  internation- 
alization are  likely  to  increase  the  demands  on  the  Commission  in  these  areas. 


2  See  Testimony  of  Richard  C.  Breeden,  Chairman,  U.S.  Securities  and  Exchange  Commission, 
Concerning  Appropriations  for  Fiscal  Year  1994,  before  the  Subcommittee  on  Commerce,  Justice, 
and  State,  the  Judiciary,  and  Related  Agencies  of  the  House  Committee  on  Appropriations 
(March  23,  1993). 

3  See  Testimony  of  Richard  C.  Breeden,  supra  note  2  at  6-7. 

4  See  House  Rep.  103-75,  103rd  Cong.,  1st  Sess.,  at  17  (April  29,  1993). 

"See  U.S.  Securities  and  Exchange  Commission,  "In  Brief,  Budget  Estimate  Fiscal  1993"  (Jan- 
uary 1992). 

6  See  Testimony  of  Richard  C.  Breeden,  supra  note  2  at  11. 

''See  e.g.,  Statement  of  Matthew  P.  Fink,  President,  Investment  Company  Institute,  before  the 
Subcommittee  on  Securities  of  the  Committee  on  Banking,  Finance  and  Urban  Affairs,  United 
States  Senate,  on  Proposals  to  Increase  Supervision  of  Investment  Advisers  (February  20,  1992). 
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IQ.  Conclusion 

Investors  have  a  high  level  of  confidence  in  the  mutual  fund  industry,  in  large 

Fiart  due  to  the  Commission's  diligent  and  effective  regulation  of  the  industry.  The 
nstitute  continues  to  support  increased  funding  for  the  Commission  (and  the  Divi- 
sion of  Investment  Management  in  particular)  so  that  this  effective  regulation  will 
be  assured.  Moreover,  the  Commission  must  be  able  to  use  the  revenues  that  it  col- 
lects in  order  to  attain  this  goal. 


The  Investment  Company  Institute  appreciates  the  opportunity  to  testify  in  favor 
of  increased  resources  for  the  Securities  and  Exchange  Commission.  We  would  be 
pleased  to  assist  the  Subcommittee  further  on  this  important  matter. 

TESTIMONY  OF  SARAH  TESLIK 
Executive  Director,  Council  of  Institutional  Investors 

If  you  had  invited  me  to  testify  on  the  SEC's  budget  reauthorization  a  few  years 
ago,  my  only  thought  would  have  been,  "get  a  list  of  participants  so  you  can  avoid 
inviting  any  of  them  to  dinner.  Too  likely  to  be  dull." 

I  suppose  this  mindset  is  the  difficulty  you  face  with  a  hearing  like  this.  The  num- 
bers you  are  looking  at  seem  so  large — or  so  small — and  the  issues  seem  so  theoreti- 
cal— or  so  technical — that  it  is  hard  to  believe  that  it  matters  much  exactly  what 
fraction  of  one  percent  an  issuer  in  our  trillion  dollar  markets  pays.  Is  this  stuff 
any  more  important  than  the  size  of  the  fee  we  pay  for  our  drivers'  licenses?  And, 
does  it  matter  if  dollars  generated  by  fees  are  used  for  services  related  to  the  fee- 
raising  activity? 

If  I've  learned  anything  in  the  past  few  years,  it  is  that  these  questions  do  matter, 
more  than  most  of  us  think. 

They  matter  because  we  have  global  electronic  markets  that  never  existed  before. 
Now,  for  the  first  time,  anything  that  is  even  pennies  more  expensive  to  do  here 
will  be  done  abroad  instead.  Tomorrow.  So  even  an  apparently  small  government 
market  regulation  fee  can  have  enormous  effects  on  our  jobs  and  our  tax  base. 

They  matter  because  virtually  every  government  service  depends  on  tax  revenues 
that  our  private  sector  generates.  There  will  be  no  health  care  plan  or  social  secu- 
rity benefits,  for  example,  if  there  isn't  a  healthy  private  sector  able  to  pay  for  them. 

They  matter  because  the  private  sector  generates  our  jobs,  and  it  will  not  gen- 
erate many  good  ones  if  it  is  hampered  with  unnecessary  fees  and  bureaucracy. 

They  matter  because,  for  the  first  time  in  history,  the  average  owner  of  stock  in 
U.S.  companies  is  an  average  American.  We  tend  to  forget,  when  we  look  at  big  in- 
stitutional holdings,  that  they  are  the  retirement  and  investment  savings  of  working 
and  retired  Americans.  It  is  their — our — money  you  are  protecting. 

So  any  funding  decision  you  make  which  (1)  taxes  job-creating  and  wealth-produc- 
ing behavior  in  ways  that  inhibit  them,  which  (2)  makes  it  more  expensive  to  do 
business  here  than  overseas,  or  which  (3)  raises  the  cost  of  capital  generally,  has 
the  potential  to  hurt  all  of  us  more  profoundly  than  we  may  realize. 

On  the  other  hand,  we  cannot  expect  to  have  the  cleanest  and  best  run  markets 
in  the  world  if  we  don't  pay  for  quality  regulation  and  policing.  In  exactly  what  form 
and  at  precisely  what  levels  this  funding  should  occur  is  beyond  my  authority  and 
my  allotted  time  to  discuss.  How  do  you  measure  the  value  (or  importance)  of  the 
fraud  that  the  SEC's  actions  deter  or  correct?  How  should  you  allocate  this  cost? 
How  do  you  measure  the  impact  of  improved  disclosures  on  investors'  ability  to 
make  better  decisions  that  create  more  wealth  for  all  of  us?  How  do  you  value  the 
contribution  of  other  parties  (for  example,  the  Justice  Department's  prosecution  of 
securities  cases)  to  the  Commission's  various  programs?  Would  it  be  better  to  fund 
the  SEC  with  a  consumption  tax,  so  that  you  tax  spending  to  encourage  savings? 
Would  it  be  better  to  fund  the  SEC  with  general  income  taxes  so  that  those  who 
make  the  most  from  our  markets  pay  the  largest  amounts?  Or  would  it  be  better 
to  match  as  closely  as  possible  the  cost  of  each  SEC  service  to  the  people  who  most 
directly  benefit  from  that  specific  service?  Should  we  charge  whatever  fees  the  mar- 
ket will  bear,  as  long  as  the  revenues  are  spent  on  services  related  to  the  fees?  With 
respect  to  the  latter:  I  for  one,  am  neither  sure  that  this  matching  of  costs  and  serv- 
ices is  possible,  nor  even  sure  that  it  is  a  funding  principle  that  should  take  prece- 
dence over  all  others.  It  may  be  more  important,  and  more  possible,  merely  to  try 
to  make  sure  that  each  funding  mechanism  used  is  the  least  harmful  method  avail- 
able of  raising  needed  money  for  needed  services.  The  most  important  point,  I  think, 
is  for  all  of  us  to  recognize  how  complex  these  issues  are  and  how  important  it  is 
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that  we  carefully  address  them  before  getting  to  the  more  specific  questions  we  tend 
to  ask  first. 

I  will  conclude  on  a  personal  note  with  an  observation  that  threatens  my  ability 
to  function  in  Washington  in  the  future.  In  all  the  years  in  which  I  have  worked 
here,  I  have  never  worked  with  an  agency  that  so  consistently,  at  all  levels,  out- 
classes every  other.  The  Commission  is  a  place  that  attracts  and  keeps  top  talent. 
It  is  a  place  where  calls  get  answered  as  dependably  at  8  p.m.  as  at  8  a.m.  It  is 
a  place  where  everyone  plays  by  the  letter  and  spirit  of  the  rules.  It  is  a  place  where 
people  light  up  with  interest  at  a  new  idea.  It  is  a  place  where  people  respond  with 
energy  and  wisdom  when  presented  with  a  pressing  problem,  even  when  it  is  a  little 
one  that  will  not  earn  anyone  any  kudos. 

I  think  of  the  markets  as  an  ever-changing  jungle  where  some  of  the  best — and 
some  of  the  most  devious — minds  in  the  country  are  at  work.  You  cannot  expect  ef- 
fective regulation  or  meaningful  protection  in  this  kind  of  environment  without  reg- 
ulators who  are  as  talented  and  committed  as  the  market  players  they  oversee.  You 
have  such  people  at  the  Commission  and  it  is  worth  a  great  deal  to  keep  them.  If 
there  is  any  place,  then,  where  my  experience  suggests  our  tax  dollars  and  fees  are 
being  well  spent,  it  is  this  one. 

LETTER  TO  SENATOR  DODD  FROM  MARC  E.  LACKRITZ 
President,  Securities  Industry  Association 

Re:  The  Securities  and  Exchange  Commission  Authorization  Act  of  1993 

Dear  Chairman  Dodd: 

The  Securities  Industry  Association1  welcomes  this  opportunity  to  provide  its 
views  to  this  Subcommittee  in  support  of  the  "Securities  and  Exchange  Committee 
Authorization  Act  of  1993."  This  legislation  would  provide  for  a  "full-cost  recovery" 
system  to  fund  the  SEC's  activities  and  operations.  The  Report  accompanying  the 
House  version,  H.R.  2239,  states  that,  after  1998,  when  the  SEC  would  become  fully 
self-funded,  its  budget  would  be  better  able  to  respond  to  "dramatic  growth  and 
changes"  in  the  securities  industry,  such  as  those  which  occurred  in  the  last  ten 
years.  The  Report  asserts  that  this  will  help  ensure  that  industry  fees  will  be  linked 
to  the  SEC's  responsibilities  to  maintain  fair  and  equitable  markets  and  to  protect 
investors.2 

SIA  supports  the  concept  of  SEC  self-funding,  assuming  that,  as  with  this  legisla- 
tion, funds  obtained  via  the  SEC's  enforcement  function  are  not  included  in  the  self- 
funding  and  there  is  a  mechanism  by  which  Congress  or  another  appropriate  au- 
thority retains  oversight  capacity  over  the  total  amount  collected  by  the  Commission 
in  any  given  year.  A  number  oi  other  financial  regulatory  agencies  are  self-funded; 
we  see  no  reason  that  the  Commission  should  be  treated  differently.  Further,  his- 
torically, the  SEC  has  collected  almost  twice  as  much  in  fees  than  Congress'  annual 
appropriations  to  the  Commission.  In  fiscal  1990,  for  instance,  the  SEC  collected 
$232  million  in  fees,  almost  40  percent  more  than  its  $167  million  appropriation. 
In  fiscal  1992,  the  industry  paid  the  SEC  $406  million  in  fees,  while  the  Commis- 
sion was  appropriated  only  $226  million. 

We  believe  that  the  revenues  collected  by  the  SEC  from  its  regulated  entities 
should  be  used,  with  the  proper  safeguards  as  stated  above,  to  meet  the  current  reg- 
ulatory and  enforcement  challenges  and  the  challenges  of  the  beginning  of  the  next 
Century,  as  well  as  to  ensure  that  a  sufficient  level  of  regulation  is  provided  for  the 
protection  of  investors.  SIA  has  gone  on  record  on  a  number  of  occasions  in  recent 
years  supporting  budget  increases  for  the  SEC,  both  generally  and  specifically  relat- 
ed to  funds  needed  for  the  SEC  to  conduct  an  adequate  inspection  level  of  SEC-reg- 
istered  investment  advisers.  (See  below.) 

As  described  in  the  SEC's  1989  Self-Funding  Study  (S.  Rpt.  100-105),  the  SEC 
faces  many  challenges,  including  those  stemming  from  "developments  in  automation 
of  securities  markets,  increasingly  complex  financial  products  and  trading  tech- 
niques, sophisticated  schemes  for  market  manipulation  and  insider  trading,  an  in- 


xThe  Securities  Industry  Association  is  the  trade  association  representing  about  700  securities 
firms  headquartered  throughout  the  U.S.  and  Canada.  Its  members  include  securities  organiza- 
tions of  virtually  all  types — investment  banks,  brokers,  dealers  and  mutual  fund  companies,  as 
well  as  other  firms  functioning  on  the  floors  of  the  exchanges.  SIA  members  are  active  in  all 
exchange  markets,  in  the  over-the-counter  market  and  in  all  phases  of  corporate  and  public  fi- 
nance. Collectively,  they  provide  investors  with  a  full  spectrum  of  securities  and  investment 
services  and  account  for  approximately  90  percent  of  the  securities  business  being  done  in  North 
America. 

2See  page  30,  H.R.  REP.  NO.  103-179,  103rd  Congress,  1st  Sess.  (1993). 
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creasingly  active  takeover  environment,  increased  disclosure  needs,  and  rapid 
growth  in  both  national  and  international  securities  markets."  No  one  can  question 
that  an  explosion  of  growth  has  taken  place  in  the  securities  industry  and  the  cap- 
ital markets,  in  both  domestic  and  foreign  arenas. 

While  not  every  market  or  every  product  falls  under  the  SEC's  jurisdiction,  the 
following  figures  may  help  provide  benchmarks  as  to  the  dynamics  of  today's  securi- 
ties industry.  Assuming  the  industry  and  capital  markets'  activities  remain  in  the 
same  general  patterns  as  in  the  last  ten  years,  the  figures  also  may  help  foretell 
the  Commission's  increased  responsibilities  and  need  for  additional  resources  in  the 
coming  years. 

The  number  of  new  U.S.  corporate  financings,  public  and  private,  grew  steadily 
from  3,541  in  1983  to  7,884  in  1992.  The  value  of  the  financings  increased  in  that 
time  from  $133  billion  to  about  $974  billion.  From  1975  to  1992,  the  combined  value 
of  new  issues  in  U.S.  corporate  equities,  corporate  and  foreign  bonds,  government 
securities  and  municipal  bonds  grew  exponentially  from  about  $1,210  billion  to  ap- 
proximately $12,982  billion.  In  other  words,  the  number  of  companies  coming  to 
market  in  1992  was  more  than  double  the  total  coming  to  market  in  1983,  while 
more  than  seven  times  the  amount  of  funds  was  raised. 

The  IPO  market's  clip  was  matched  by  the  issuances  of  U.S.  private  placements, 
which  increased  in  number  from  1,371  in  1983  to  3,225  in  1992.  The  value  of  these 
private  placements  rose  from  $35.6  billion  in  1983  to  $127.7  billion  in  1992.  The  28 
debt  and  17  equity  Rule  144A  private  placement  figures  in  1990  pale  in  comparison 
to  the  639  debt  and  56  equity  Rule  144A  private  placements  just  two  years  later 
in  1992.  The  value  of  these  placements  burgeoned  from  a  total  of  $4.9  billion  in 
1990  to  $40  billion  in  1992 — more  than  an  800  percent  increase. 

U.S.  stock  market  activities  have  risen  in  unison  with  the  increase  of  new  securi- 
ties issuances.  For  example,  11,854  million  shares  were  traded  on  the  New  York 
Stock  Exchange  ("NYSE")  in  1981.  In  1992,  51,376  million  shares  were  traded  - 
the  NYSE.  Between  those  years,  the  NYSE's  average  daily  volume  soared  from  4 
million  to  202.3  million  shares.  While  large  increases  in  trading  occurred  in  tin. 
same  years  on  the  American  Stock  Exchange  and  regional  stock  exchanges,  th<- 
greatest  increase  was  seen  in  the  NASDAQ  market.  That  market's  average  daily 
share  volume  rose  from  7,823  million  in  1981  to  48,455  million  in  1992,  while  its 
average  daily  volume  escalated  from  30.9  million  shares  to  over  190  million  shares. 
Further,  the  increasing  diversification  of  the  industry  can  be  shown  by  the  explosion 
of  mutual  fund  sales  in  the  last  ten  years,  from  $15.7  billion  in  1982  to  $362.4  bil- 
lion in  1992.3 

Not  only  have  the  traditional  marketplaces  enjoyed  tremendous  growth  in  the  last 
decade,  but  derivative  products,  such  as  options,  swaps  and  futures,  very  well  have 
come  into  their  own.  Stock  index  options  were  the  greatest  achievers  in  total  options 
contracts  traded  on  U.S.  exchanges,  rising  from  14  million  in  1983  to  more  than  83 
million  in  1992.  The  notional  principal  amount  of  interest  rate  swaps  swelled  from 
$683  billion  in  1987  to  $3,065  billion  in  1991,  while  the  principal  amount  of  cur- 
rency swaps  outstanding  rose  from  $183  billion  to  over  $800  billion  in  the  same  four 
years. 

These  figures  demonstrate  that  the  securities  industry  has  enjoyed  significant 
growth  in  the  last  decade,  with  some  shifting  of  emphasis  in  lines  of  business.  The 
growth  of  the  industry  most  assuredly  outpaced  the  increase  in  funds  appropriated 
for  the  SEC  in  these  years.  In  addition  to  the  unprecedented  growth  in  the  U.S.  se- 
curities industry  and  capital  markets,  there  has  been  a  tremendous  flurry  of  activity 
in  the  international  securities  markets  and  in  international  trading.  The  value  of 
foreign  activity  in  U.S.  stocks,  U.S.  activity  in  foreign  stocks,  foreign  activity  in  U.S. 
treasury  notes  and  bonds  and  foreign  activity  in  U.S.  corporate  bonds  sprouted  more 
than  300  percent,  1,100  percent,  1,800  percent  and  almost  1,000  percent,  respec- 
tively, in  the  last  decade. 

While  the  above  figures  clearly  demonstrate  the  need  for  a  larger  SEC  budget, 
we  think  it  would  be  virtually  impossible  to  try  to  make  future  years'  appropriations 
increases  completely  commensurate  to  the  vast  percentages  of  growth  in  various  in- 
dustry components.  Through  automation,  paperwork  reduction  and  other  Commis- 
sion and  staff  initiatives,  the  increase  in  the  SEC's  results  have  compared  favorably, 
in  most  areas,  with  the  growth  in  the  marketplace.  Record  results  or  the  highest 
levels  in  years  haven  been  achieved  by  all  SEC  Divisions.4  These  increases  under- 


3  The  source  for  all  the  above  figures  is  the  SIA's  1993  Securities  Industry  Fact  Book. 

4  See  then-SEC  Chairman  John  Shad's  testimony  to  the  House  Telecommunications  and  Fi- 
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score  the  SEC's  effectiveness  in  using  its  resources  in  hand  and  increasing  its  effi- 
ciency and  productivity.  This  also  speaks  very  highly  of  the  SEC's  management. 

The  health  and  stability  of  the  U.S.  securities  industry  is  crucial  to  the  economy 
of  the  United  States,  as  well  as  much  of  the  rest  of  the  world.  At  the  July  13,  1993 
Senate  Banking  Committee's  confirmation  hearing  of  Arthur  Levitt  as  the  new  SEC 
Chairman,  many  Committee  Members  expressed  their  views  on  what  areas  are  most 
important  to  the  maintenance  of  strong  U.S.  securities  markets  and  the  regulation 
of  those  markets.  A  strong  SEC  presence  in  both  its  regulatory  and  enforcement  ca- 
pacities was  said  to  maintain  investor  confidence — cited  as  part  of  the  reason  for 
the  all-time  high  industry  profits,  the  successful  U.S.  capital-raising  process  for 
large  and  smalF  companies  and  the  maintenance  of  market  share  in  a  global  econ- 
omy. 

One  area  of  the  SEC's  responsibilities  which  is  in  definite  need  of  additional  funds 
is  the  inspection  of  SEC-registered  investment  advisers.  Since  1990,  SIA  has  strong- 
ly supported  increased  funding  for  this  purpose,  in  testimony  before,  and  statements 
submitted  to,  this  Subcommittee  as  well  as  the  House  Telecommunications  and  Fi- 
nance Subcommittee.  Legislation  is  pending  which  would  increase  fees  paid  by  in- 
vestment advisers  in  initially  registering  with  the  Commission  and  establish  annual 
investment  adviser  fees  to  be  paid  pursuant  to  a  sliding  scale,  based  on  an  adviser's 
assets  under  management.  While  we  may  differ  with  respect  to  some  other  provi- 
sions, SLA  clearly  recognizes  the  need  for  increased  frequency  and  regularity  of  in- 
vestment adviser  inspections. 

In  May  1993,  then-Acting  SEC  Chairman  Mary  Shapiro  testified  before  the  House 
Telecommunication  and  Finance  Subcommittee  at  its  hearing  on  the  SEC's  reau- 
thorization that  there  are  18,000  SEC-registered  investment  advisers  and  only  48 
inspectors  devoted  full-time  to  their  inspections.  She  testified  that  passage  of  an  in- 
vestment adviser  bill  in  1993  would  authorize  the  hiring  of  200  new  examiners. 
During  the  July  13  Senate  Banking  Committee  confirmation  hearings  of  Arthur 
Levitt  as  the  new  SEC  Chairman,  Mr.  Levitt  stated,  among  other  things,  that  there 
may  be  a  need  for  more  frequent  inspections  in  the  area  of  investment  management, 
which  would  require  an  increase  in  SEC  personnel  and  administration. 

In  conclusion,  we  wish  to  reiterate  SLA's  support  for  the  proposed  self-funding 
measure  as  well  as  increased  levels  of  authorization  for  the  SEC.  We  strongly  agree 
with  Chairman  Levitt's  statement  during  his  confirmation  hearing  that  the  SEC  ex- 
ists to  protect  the  integrity  of  the  world's  greatest  financial  marketplace.  We  also 
concur  with  his  stated  primary  goals  of  ensuring  vigilant  enforcement  of  sound 
rules,  nurturing  a  climate  that  encourages  the  creation  of  capital  and  assuring  that 
our  marketplaces  remain  vigorous  and  efficient. 

SLA  appreciates  the  opportunity  to  comment  on  the  "Securities  and  Exchange 
Commission  Authorization  Act  of  1993."  If  you  or  any  other  Subcommittee  Members 
or  staff  would  like  to  discuss  further  SLA's  views  on  these  issues,  we  are  available 
at  your  convenience. 

LETTER  TO  SENATOR  DODD  FROM  MATTHEW  P.  FINK 
President,  Investment  Company  Institute 

Dear  Chairman  Dodd: 

I  am  writing  to  express  the  support  of  the  Investment  Company  Institute 1  for  leg- 
islation to  authorize  increased  appropriations  for  the  Securities  and  Exchange  Com- 
mission. 

As  you  know,  mutual  funds  (which  make  up  the  great  majority  of  investment  com- 
pany assets)  have  increasingly  become  the  critical  link  for  tens  of  millions  of  Amer- 
ican investors  to  the  securities  markets.  Today,  one  in  every  four  households  owns 
mutual  fund  shares.  Accordingly,  there  is  a  strong  public  interest  in  maintaining 
strict  regulatory  oversight  over  mutual  funds  to  ensure  that  they  are  operated  in 
the  interest  of  fund  shareholders. 

The  Commission's  diligent  and  effective  regulation  of  the  investment  company  in- 
dustry has  contributed  to  a  high  level  of  investor  confidence  in  the  industry.  Never- 
theless, funding  for  the  Commission  (and  the  Division  of  Investment  Management 
in  particular)  should  be  increased  in  order  to  assure  that  this  regulatory  excellence 
continues. 


1The  Investment  Company  Institute  is  the  national  association  of  the  American  investment 
company  industry.  Its  membership  includes  4,116  open-end  investment  companies  ("mutual 
funds"),  336  closed-end  investment  companies  and  13  sponsors  of  unit  investment  trusts.  Its  mu- 
tual fund  members  have  assets  of  about  $1,665  trillion,  accounting  for  approximately  95  percent 
of  total  industry  assets,  and  have  over  38  million  individual  shareholders. 
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While  the  number  of  investment  companies  increased  by  133  percent  and  their 
assets  under  management  increased  by  344  percent  between  1982  and  1992,  the  Di- 
vision's staff  grew  by  only  74  percent  over  the  same  period.  In  large  part  due  to 
the  rapid  growth  of  mutual  funds,  the  Commission  currently  focuses  its  inspect  ions 
on  the  100  largest  investment  company  complexes,  even  though  factors  other  than 
size  may  better  indicate  risk.  As  noted  in  SEC  testimony  earlier  this  year,  this  in- 
crease in  the  number  and  size  of  mutual  funds  necessitates  an  increase  in  the  staff 
of  the  Division  of  Investment  Management.2 

Dramatic  technological  and  other  changes  also  have  increased  the  demands  on 
Commission  programs  other  than  investment  company  regulation,  such  as  maintain- 
ing the  integrity  of  the  markets  generally,  monitoring  the  quality  of  disclosures 
made  by  corporate  issuers,  and  overseeing  self-regulatory  organizations.  For  exam- 
ple, new,  more  sophisticated  financing  and  trading  techniques  and  increased  inter- 
nationalization have  complicated  the  Commission's  ability  to  oversee  the  securities 
markets. 

Ironically,  while  the  Commission's  resources  are  limited,  it  collects  transaction 
and  filing  fees  that  far  exceed  its  needs.  Yet  those  fees  go  directly  to  the  Tn  easury 
as  revenues  and  the  agency  gets  no  credit  for  or  use  of  those  monies.  For  example, 
in  1992,  investment  companies  paid  registration  fees  to  the  Commission  totaling  ap- 
proximately $80.9  million.  Nevertheless,  the  Commission  was  able  to  devote  only  ap- 
proximately $18.4  million,  less  than  23  percent  of  the  amount  paid,  to  investment 
company  regulation.  (Moreover,  the  Administration  has  proposed  an  increase  in  the 
rate  of  registration  fees  paid  by  investment  companies  and  other  issuers,  from  Y32 
to  V24  of  one  percent  of  the  amount  offered.)  Thus,  mutual  funds  are  paying  far 
more  in  fees  than  they  receive  in  terms  of  regulation.  A  higher  percentage  01  the 
fees  paid  by  investment  companies  should  be  available  to  the  Commission  s  invest- 
ment company  regulatory  program  in  order  to  assure  that  the  excellence  of  this  pro- 
gram can  continue. 

We  are  pleased  to  respond  to  any  questions  you  may  have.  Thank  you  for  consid- 
ering our  views. 

LETTER  TO  SENATOR  DODD  FROM  ARTHUR  LEVITT 
Chairman,  U.S.  Securities  and  Exchange  Commission 

Dear  Chris: 

I  appreciated  the  opportunity  to  appear  before  you  in  support  of  the  Securities 
and  Exchange  Commission's  (Commission  or  SEC)  authorization  request  for  fiscal 
years  1994  and  1995.  In  order  to  assist  the  subcommittee  in  its  deliberations  of  the 
Commission's  request,  I  am  providing  supplemental  information  in  response  to  your 
question  regarding  the  agency's  fiscal  1994  appropriation. 

As  you  pointed  out,  the  Senate  has  approved  $255.4  million  to  fund  the  agency 
in  fiscal  1994.  This  is  the  level  requested  for  the  agency  in  the  President's  budget, 
and  we  are  very  grateful  for  the  support  the  Commission  has  received  in  the  appro- 
priations process.  However,  as  I  stated  briefly  at  the  close  of  the  authorization  hear- 
ing, this  level  will  require  the  agency  to  absorb  administrative  and  personnel  reduc- 
tions similar  to  the  cuts  imposed  on  nearly  all  domestic  agencies.  For  the  SEC,  the 
reductions  amount  to  60  fewer  positions  in  fiscal  1994  (a  reduction  in  the  agency's 
salary  account  of  $2.7  million)  and  a  $2.3  million  cut  in  our  administrative  accounts. 

Although  we  should  be  able  to  absorb  the  staffing  reductions  through  attrition, 
the  combination  of  the  personnel  losses  and  administrative  cuts  will  create  a  signifi- 
cant hardship  on  the  agency.  Specifically,  the  full  disclosure  and  enforcement  pro- 
frams  will  each  be  reduced  by  22  positions,  agency  administration  will  be  reduced 
y  17,  legal  services  will  be  reduced  by  8,  market  regulation  by  7,  and  economic  re- 
search by  1.  Investment  management  will  be  increased  by  17  positions  to  provide 
some  limited  expansion  in  the  investment  company  inspection  activity.  The  adminis- 
trative reductions  will  be  taken  primarily  in  our  automation  and  travel  accounts. 
Furthermore,  at  the  approved  appropriation  level  for  fiscal  1994  the  agency  will  not 
be  able  to  undertake  any  of  the  new  initiatives,  such  as  increased  inspections  of  in- 
vestment advisers  or  investment  companies  identified  in  our  authorization  request, 
or  be  able  to  respond  to  many  of  the  other  pressing  problem  is  created  by  the  enor- 
mous growth  in  the  securities  industry.  As  you  are  aware,  the  Commission  has  an 
urgent  need  for  additional  resources  to  conduct  examinations  and  perform  an  over- 


2Testimony  of  Richard  C.  Breeden,  Chairman,  U.S.  Securities  and  Exchange  Commission, 
Concerning  Appropriations  for  Fiscal  Year  1994,  before  the  Subcommittee  on  Commerce,  Justice, 
and  State,  the  Judiciary,  and  Related  Agencies  of  the  House  Committee  on  Appropriations,  at 
9-10  (March  23,  1993). 
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sight  function  of  investment  advisers  and  investment  companies.  Between  1981  and 
1993,  the  number  of  registered  advisers  increased  from  5,100  to  more  than  18,000, 
and  assets  managed  by  investment  advisers  rose  from  $450  billion  to  over  $9  tril- 
lion. Staff  resources  have  lagged  so  far  behind  this  phenomenal  growth  that  the 
Commission  is  currently  able  to  inspect  most  advisers  only  once  every  thirty  years. 

While  the  Commission  is  very  pleased  that  the  Senate  has  approved  our  fiscal 
1994  appropriation,  the  1994  funding  level  illustrates  directly  why  self-funding  is 
so  important  for  the  agency.  With  full  cost  recovery  as  constructed  in  H.R.  2239, 
the  appropriations  and  authorizing  committees  in  the  House  and  Senate  would  be 
able  to  establish  funding  levels  consistent  with  our  demonstrated  needs. 

I  want  you  to  know  now  much  I  appreciate  your  support  in  helping  us  with  our 
resource  needs  and  the  entire  Commission  looks  forward  to  working  with  you  and 
the  Members  of  the  Subcommittee  as  you  review  our  authorization  proposal. 
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